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ABSTRACT 
There Is little agreement among economists and policy 
makers on the relative iiqportance of different economic forces 
in shaping the course of prices. A never ending and seemingly 
self-sustaining stream of econometric analysis^ of inflationary 
rise in prices, pertaining to the post-war period, for a nxunber 
of countries has been taking place, it is noteworthy that in 
India price behaviour has generally been analysed in a single 
framework of the famous ^quantity theory of money^ However, 
there are few studies devoting Sjj^ attention to structuralist 
factors such as Akhtar, M.A. "The Inflation problem in Deve-
loping Economies - India and phillipines" and L. Rao and A.V. 
Ranganadhachary "Indian price Trends - A structuralist Expla-
nation". But the overwhelming evidence seems to be in favour 
of the monetarist variables. The poor performance of moneta-
rist model applied to annual data, inadequate attention oaid 
to time ^ags with which explanatory variables influence the 
price level, total neglect of institutional and crucial struc-
tural factors, enphasize the need for trying alternative for-
mulations to make-up the deficiencies in the model. 
The best that an investigator interested in studying 
the behaviour of general price level can do by way of filling 
this lacuna is to identify the institutional and structural 
factors and search for their enpirical counter parts to enrich 
the statistical analysis of price trends^ such an atternpt is 
made by us. 
The futility or fruitfulness of the study of inflation 
depends on the validity or invalidity of its various alleged 
consequences. Keeping this in mind an effort has been made 
by us to analyse the effects of inflation on factorial dis-
tribution of income and terms of trade between agriculture 
and industry. 
The study covers a period of eighteen years, fr<»n 
1970-71 to 1987-88. But the analysis of the effects of infla-
tion on income distribution and income redistribution between 
agricultural and non-agricultural sectors is confined to the 
period 1970-71 to 1984-85, because of two reasons. Firstly, 
Central Statistical organisation issued a new series on Nat-
ional Accounts statistics with the base 1980-81. So the fig-
ures of National Income at 1970-71 prices have been disconti-
nued frcMn the year 1985-86. Secondly, factor incomes data 
have not been released by the central statistical organiiJation 
in its publications viz (a) New Series on National Accounts 
Statistics with 1980-81 as the base yearj 1980-81 to 1985-86, 
brochure issued in February 1988 or (b) National Accounts Stat-
istics, New Series - base year 1980-81 issued in May, 1988. 
To accomplish our endeavour required data have been 
taken from reports and periodicals published mainly by Reserve 
Bank of India, Central Statistical Organisation and various 
departments/offices of the Government of India. In our study 
we have used both statistical as well as theoretical ^proach. 
But the former is given preference. 
The nature of inflation during the seventies had been 
quite different cocqpared to the earlier period. Prices of com-
modities contributing to inflation, during sixties did not reg-
ister substantial increases during seventies and their place 
was taken by other coawnodities. prices of fuel, power, light 
and lubricants augmented at a rapid rate prior to 1970-71. But 
in the later period their position was occupied by minerals. 
Before the year 1970-71, there had been phenomenal increases 
in the prices of agricultural ccxnmodities conqpared to that of 
manufactured goods but after 1975-76 it had been the other way 
round. 
The rate of inflation has also been, higher diiring seven-
ties in comparison to the earlier period, in this regard, it 
is pertinent to mention that 1974-75 was an exceptional year 
as it was during this period that inflation was recorded at 
the peak level of 25.2 percent*. 
The difference in the rate of inflation measured in 
terms of three price indices, viz. wholesale price index, con-
stimer price index and index of national income deflator, is not 
very significant. Broadly speaking, we can say that, the rate 
of inflation (corqpound growth rate) during the period 1970-71 
to 1987-88 was ^proximately 9 per cent per annum. 
One inportant feature of inflation during seventies uhas 
been, a ro5)id increase in the prices of manufactured products, 
minerals and fuel, power, light and lubricants. Though the 
* It vjas highest since the inception of economic planning 
in the country. 
price index of primaxy articles registered an annual cc«5>ound 
growth rate of 8.3 per cent, which is higher than the 8.1 per-
cent annual conpound growth rate of the price index of manu-
factured products, the increase has mainly been because of 
minerals, price index of which grew at an annual compound 
growth rate of 14.6 per cent. Price index of foodgrains 
increased at an annual conpound growth rate of 6.9 per cent, 
which is lower than the annual conpound growth rate of food 
articles and non-food articles price indices. 
Our analysis of the percentage contribution of consti-
tuent groups of ccmunodities to the rise in the general price 
index Shows that, substantial part of the increase in the 
general price level is due to the rise in the prices of 
manufactured products followed closely by the prices of 
primary articles, Contribution of fuel, power, light and 
Ixibricants is marginal because of its low weight although 
their price index registered a phenomenol growth in cotnpa-
rision to primary articles and manufactured products. 
Though the contribution of goodgrains prices to the 
changes in the prices of food articles is major and also 
stable than that of non-foodgrains prices during the period 
under examination, in recent years the contribution of 
non-foodgrains prices to the changes in the prices of food 
articles has consistently been larger than that of foodgrains. 
we have analysed the structural changes in the Indian 
economy (with the aim of identifying important structural 
factors responsible for inflation) under two broad heads -
domestic and international. Among the domestic factors that 
/ 
have contributed to the price rise in India, are the baj^c 
s/ y 
planning s^ategy, physical and financial controls and ins-
titutional reforms etc. The changes in the structure of 
domestic production, both in agricultxire and manufacturing 
sectors, clearly reveal the built-in nature of inflationary 
pressures. As far as international factors are concerned, 
the low elasticity of India's ejqjorts coupled with the 
erratic tendency of terms of trade (with long-term deterio-
ration) made its ejqport earnings inadequate and less depend-
able. The uncertainty as to the magnitude and timing of 
capital,has further aggravated to our difficulties in finan-
cing imports. Consequently, we have been coir5)elled to resort 
to costly and in certain cases unviable import sustitution 
which is one of the major factors to reckon with in eaqplain-
ing price trends. 
The regression analysis, used for estimating the precise 
in5)act of various factors on general price level, is organi-
sed into three sections. Section I deals with Harberger's 
inflation model and its modified version. In section II are 
presented the results of the impact of some fiscal develop-
ment variables on general price level. Pinally^section III 
deals with equations which attenpt to explain inflation in 
terms of foreign trade variables. The major conclusions 
h> " — — — 
emerging out of the regression analysis can be stated as 
follows; 
i) A modified Harberger's model, including govern-
ment expenditure, real income and acceleration 
coefficient as explanatory variables, seems to fit 
the Indian data well. 
ii) The money supply with one year lag has larger 
explanatory power than without lag, 
iii) The introduction of the income with one year lag 
in the Harberger's model does not iIlpro^ re the 
explanatory power of the equation. 
iv) The acceleration factor did not turn out to be a 
significant factor in esqplaining inflation. 
v) Government expenditure measured in current prices has been found better in esqplaining movement in general price level than e^enditure at constant pirices. Further, expenditure with one year lag performed better than without lag. 
yi) The regression equation which includes money sx:qpply with one year lag and the ratio of income originated in agricultxure to that in manufacturing sector shows very high R^ and both the regression coefficients are statistically significant. They also have, the expec-ted sign. 
vii) The regression equation which includes export and inqport unit value index as well as money s\q>ply as explanatory variables has very high R^ . Regression coefficients of all the variables are significant except the regression coefficient of iiqport unit value index which appears to be because of the high corre-lation between export and import unit vedue indices. Export prices, compared to inport prices have exerted grea-ter influence on domestic price level. 
viii) Deficit financing as an explanatory variable. 
explains 37 per cent vaxiatlea in domestic price 
level. Its coefficient has the expected sign and 
is also statistically, significant. 
ix) The equation which includes income, money supply 
and deficit in curr^t account of the balance of pay-
ment has very high 52 . The regression <ioefficients 
of money avpply and income have the ^propriate 
sign but the regression coefficient of the deficit 
in current account of the balance of payment has 
unexpected sign, perhaps the two dominant variables 
have swamped the effect of the foreign trade variable. 
X) The ratio of the import and NNp at current prices as an explanatory variable did not perform well. 
In developing economies, the behaviour of factor 
shares depends more on the institutional, social and politi-
cal factors than on the economic factors like those observed 
in caae of advanced economies. In such economies, develop-
ment in all the economic, social and political fields took 
place inter-dependently and Xept pace \»ith one another^ &nse-
quently^ considerable harmony and stability in various fields 
of activities could be achieved. The present day developing 
economies face the problem of duality with advanced political 
and labour organisations generally in^jorted from or affilia-
ted to the advance 'ideological blocks' asked to co-exist 
with mass poverty and stagnanat growth. The pattern of 
ownership of landholdings, educational opportunities, social 
set-up and oofttXol with outside world are the factors of 
fundamental importance in determining distribution of relative 
factor shares in developing economies. The greater the influ-
ence they can exert, the lower the role of economic factors 
like rise or fall in the level of prices will be. 
So we find that changes in the distribution of national 
income arises because of a number of factors. But the two 
inportant factors responsible for the changes in the distri-
bution of national income are;(i) changes in the price level 
(ii) "Ganges in the level of productivity acconpanied by 
changes in the level of en5>loyment of factors. Therefore, 
8 
even if we assiime that other factors are not significant* 
we can not attribute the changes in the distribution of income 
entirely to the inflationary process. However, since the an-
nual rate of growth of prices has far exceeded the annual rate 
of growth of output during the entire period of study, we 
could ascribe the determining role in the redistribution of 
income to inflationary process. 
* 
Shares of conpensation of en^loyees, rent and mixed 
income of self-enployed in the net dcwnestic product have 
declined from the year 1970-71 to 1984-85, while that of 
interest and profit and ^viden^ have increased over the 
giyen_per4.od. Unli)oe this behaviour of factors income 
shares in net domestic product, the shares of the cooqpensat-
ion of employees, profit and dividends as well as mixed in-
come of self-enployed in agriculture are almost constant 
from 1970-71 to 1984-85 and the degree of constancy is 
greater than any other sector of the economy. The behaviour 
of the shares of factors income in the secondary sector is 
quite similar to their behaviour in the net domestic product 
except that, in the secondary sector the share of profits and 
dividends is constant and the share of rent has marginally 
Increased over the period under study. In the services 
sector like transport, communication and trade the shares 
of rent, profits and condensation of employees have declined 
and the share of the mixed Income of self-eoqployed has con-
siderably increased, while that of Interest has remained 
almost constant over the period 1970-71 to 1984-85. 
Our analysis o£ the average annual real earnings of 
workers reveals that workers in the unorganised sector-parti-
cularly agricultural workers were the worst affected by infla-
tion in India* The very nature of enployment of workers in 
the unorganised sector^ both in agriculture and industry, 
prevents them frcxn organising themselves to secure protec-
tion against inflation. 
Though the real wages of workers in Indian industry 
have persistently increased during the period under study, 
the increase has not been smooth. Further, the share of 
workers wages in the value of production and value added by 
manufacture has steadily registered downward tendency. 
The most inportant means of employment and income in 
India is not wages but self-employment mainly in agriculture. 
Though the incc^e of the self-enployed in agriculture is sta-
ble, this does not mean that they have not gained from infla-
tion. But it is also a fact that all of them have not gained 
from inflation. 
Our survey of the studies on inter-sectoral terms of 
trade reveal that, by and large, the terms of trade have 
remained favourable to agrictilture since the mid 1960's when 
the minimum support price policy was adopted on a regular 
continuous basis but they have become unfavourable since 
1974-75 mainly because the rise in foodgrains prices and 
other farm product could not keep pace with the prices of 
10 
products of intermediate and final use purchased by agricul-
ture from the non-agric\iltural sector. So while the inflatjlon 
during sixties turned agriculture, 
the inflation during seventies performed the other way round. 
An important contributory factor for the movement of terms 
of trade against agriculture since 1974-75, is the agricult-
ural price policy of the government. 
Ccm^ared to industrial prices the agricultural prices 
have tended to show greater flexibilities both in the upswing 
and downswing of the business cycle. !niis disparity in the 
behaviour of agricultural and industrial prices may be attri-
buted to a relatively lower price elasticity of demand for 
and supply of agricultural products vis-a-vis industrial 
products. Thus it seems that the sharp fluctuations of the 
terms of trade between agricultural and industrial sectors 
have been largely contributed by a relatively greater vari-
ability of agricxiltural prices. The wide fluctuations in 
the prices of foodgrains are mainly responsible for the 
uneven pattern in the prices of agricultural products. 
Our analysis of income redistribution between agricul-
t\iral and non-agricultural sectors reveal that, large amounts 
of income got transferred from agricultural to non-agricultu-
ral sector via the movement of the relative prices. 
To svun up, we can say that besides monetary and fiscal 
factors, the existing institutions and structural changes in-
fluence the behaviour of prices in a developing economy like 
11 
India. Hence the anti-inflation war must be fought over a 
wider area of the economy and not merely at the spending point, 
Apart from demand management through monetary and fiscal meas-
ures, an effort should be made to manipulate Institutional 
and structural factors to tackle the problem of inflation 
in a long-run perspective. 
Our analysis of the effects of inflation on factorial 
income distribution reveals that inflation has redistributed 
income in favour of interest and profits. Share of the com-
pensation of enployees, in net domestic product as well as 
in the incomes of almost all the sectors of the economy has 
declined from the year 1970-71 to 1984-85. Workers in the 
unorganised sector particularly agricultural workers were 
the worst affected by inflation in India. Though the real 
wages of workers in Indian industry have persistently incre-
ased during the period under study, the increase has not been 
smooth. Further, the share of workers wages in the value of 
production and value added by manufacture has steadily regis-
tered downward tendency. 
While the inflation during sixties turned terms of trade 
in favour of agriculture, the inflation during seventies per-
formed the other way round. The sharp fluctuations of the 
terms of trade between agriculture and industrial sectors 
have been largely contributed by a relatively greater vari-
ability of agricultural prices. 
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caiapter - I 
INTRODUCTION 
The history of mankind is a history of rising prices.^ 
But before second world war inflation was mainly in response 
to scxne particular event such as war, gold discovery or un-
manageable economic crises and they continued eis long as the 
event with which they were associated lasted. However, since 
second world-war the western industrial world has witnessed 
an almost unbroken rise in prices and money inccxne. Infact 
inflation has been a general phenc»nenon in sixties and both 
developed as well as under-develc^ed countries experienced 
a very high rate of inflation. The statistics show that 
rate of inflation has been higher in developed countries 
ccwnpared to under-developed countries during the period 
1960 to 1970. However, during the period 1970 to 1980 it 
has been other way round. 
For a long time, inflation was considered as a post 
full enployment phenomenon. Today it is accoiqpanied by 
stagnation of economic activity. Which was not envisaged 
by either classical theory or the keynesian theory. The co-
existence of inflation with involuntary unenployment has 
brought with it new names for the process like stagflation. 
1. Paul Enzig: Inflation, Chatto and Windus, London, 1952, p. 1. 
There are a number of surveys of the theories of infla-
tion. These surveys bring out not only the unsatisfactory 
state of the existing thinking as applied to developed eco-
nomies characterised by well-developed markets and the pre-
sence of widespread stimulus response mechanism but also its 
greater irrelevance to developing economies characterized 
largely by imperfect development of many markets and very 
inadequate operation of stimulus - response mechanism. It 
is in the context of explaining price behaviour in the latter 
type economies in general and by now familiar high price in-
crease in many of the Latin American Countries in particular, 
considerable research effort is directed in recent decades. 
The number and the severity of inponderables is too large 
in the developing economies to allow designing of a theori-
tical framework and working out its empirical counterpart. 
The international trade and financial relations between 
the developed and developing countries leading to inflat-
ionary pressures and their spread are further complicating 
factors. 
It is in this background an attempt is made here to 
highlight briefly the major strands of thought that can be 
gathered from the existing theoritical and enpirical lite-
rature on inflation. The intention is not to reject or 
accept the ideology of any school of thought, but to bring-
out the main points of various schools of thought. Now we 
shall begin with reference to some conceptual and definitio-
nal issues associated with the analysis of inflation. 
Definition of Inflation 
Inflationary situation is more easily recognised than 
defined. There is no consensus among the economists regard-
ing the particular definition of inflation. 
2 
M. Bronfenbrenner and F.D. Holzman distinguish four 
types of definitions of inflation: 
1- Inflation is a condition of generalized excess 
demand in which "too much money chases too few 
goods". 
2- Inflation is a rise of the money stock or money 
income, either total or per capita. 
Both these definitions are causal. In the first 
case cause of inflation is excess demand and in 
the second case the culprit is change in money 
supply, 
3- Inflation is a rise in price levels with addit-
ional characteristics or conditions : It is in-
completely anticipated; it leads (via cost incre-
ases) to further rises; it does not increase 
employment and real output? it is faster than 
some "safe" rate; it arises "from the side of 
money"; it is measured by prices net of indirect 
taxes and subsidies; and/or it is irreversible. 
This is an extended version of the symptom-based 
definition of inflation that requires the increase 
in the general price level to have certain charac-
teristics . 
4- Inflation is a fall in the external value of 
money as measured by foreign exchange rates, by 
the price of gold, or indicated by excess demand 
for gold or foreign exchange at official rates. 
This definition highlight external developments 
in the general price level. 
2. Bronfenbrenner, M. and Holzman, F.D., ; "A survey of 
Inflation Theory", in Surveys of Economic Theory, pre-
pared for Amercian Economic Association ed. Royal 
Economic Society, vol.1 Macmillan, 1965. 
So we notice that there is no generally acceptable or 
satisfactory definition of inflation. Many definitions re-
fers directly or indirectly to certain presximed source or 
cause of inflation which is either monetary expansion, pre-
ssure of demand or rise in costs and so on. The aim of de-
fining a thing is to explain its nature and not its cause. 
Confusing causes with nature of a phenomenon is neither logi-
cally correct nor serves the purpose of a scientific accuracy, 
we find ourselves in agreement with Harry Johnson that the 
presumed causes of inflation may be present, and yet there 
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may not be any inflation in the sense of rising prices. 
These days the following syn^>tom based definition is 
widely used and there is also great degree of consensus 
among economists regarding this definition of inflation. 
•Inflation is a process of continuously rising prices 
or equivalently of continuously falling value of money.' 
However, we would like to mention here that every 
price rise is not inflationary. Sometimes, prices rise 
because of some teirporary factors. But as soon as the 
normal state of affairs is restored, prices are likely to 
come down. 
3. Kotwal, O.P. 'Theories of Inflation', Tata MacGraw-
Hill Publishing Company Limited New Delhi, 1987, p.2. 
4. Johnson, H.G.; "Essays in Monetary Economics", George 
Allen St Unwin Ltd., London, 1967, p.106-107. 
Theories of Inflation; 
It would not be strictly accurate to say that the con-
cept of inflation has changed over the last forty years, but 
rather that many economists would now argue there are seve-
ral different str^ns of the disease, we are no longer con-
fined to the wild feverish strain of hyperinflation, but 
constantly experience the slow strength-sapping cjualities of 
creeping inflation. A large number of theories which purport 
to explain the origin and persistence of inflation have pro-
liferated. The theories of inflation can broadly be divided 
into: 
i) Excess Demand Theories 
ii) Cost-push Theories 
iii) The Phillips Curve M o d e l s 
iv) The structural Theories 
Each of the theories has emanated as a result of ident 
tification, a particular cause frcxn out of the conditions 
prevailing at the time of its formulation. Unfortunately 
all the theories suffer from the common defect that diverse 
policies of control which emanate from them have so far not 
been successful in eradicating the evil. 
Excess Demand Theories; 
Excess damand theories can be further divided between 
the quantity theory, in which causative role is played by 
changes in money stock and keynesian theories of inflation. 
which emphasized on non-monetary factors. 
The quantity theory is often characterized as the 
classical or Neo-classical theory of inflation.^ Recent 
work, however, has shown that the Quantity theory plays a 
role in Neo-classical theory different from its function 
in classical theory. 
Classical economists such as Smith, Ricardo and Mill 
did not believe in the neutrality of money. David Hume's 
essay "of Money" (1752) was a common reference for classi-
cal theorists in their formulation of the quantity theory. 
Hume argued that an increase in the amount of Gold and silver 
in a country will first lead to an expansion of economic ac-
tivity and eventually to a rise in prices. The positive 
impact of an increase in the money supply on output and 
employment lasts only until the general price level has 
risen to a point corresponding to a higher supply of money. 
So in the classical system money is not neutral at all. 
The neo-classical model is characterized by a dichotomy 
between two systems of price determination. Relative prices 
are determined in the real market and absolute prices are 
determined in the money market. Doubling the money supply 
doubles all the absolute prices but leaves relative prices 
unaffected, therefore, the volumes of goods demanded and 
By "Classical" economics we generally mean the work of 
A. Smith (1723-90) D. Recardo (1772-1823) and J.S. Mill 
(1806-73), "Neoclassical" refers to the work of L. Walras 
(1634,1910), A. Marshall (1842-1924) and A.C. Pigou 
(1877-1959) . 
supplied remain constant. So the money is neutral in the 
neo-classical model. 
In its crude form the quantity theory was defective 
in that it failed to explain the channel by which an incre-
ase in money spending, which with constant output bids up 
prices. This deficiency was remedied by wicksell,^ who 
saw new money flowing into the economy in the form of 
bank credit to businessmen to finance investment in excess 
of savings. This represented a net increase in the aggre-
gate demand for a fixed supply of goods bidding up the 
prices of goods. 
Thus prior to the general theory it was implicitly 
assumed that the problem of inflation, as reflected in 
changes in the value of money, could be adequately discus-
sed independently of the other economic variables that en-
tered into the determination of levels of employment ^ d 
real output. The particular model of the economy suggested 
by Keynes denied this, although there were those who argued 
that the Keynes' conclusions only followed from the consi-
deration of under employment as a special case. Thus it 
was said that, given the level of enployment as full, the 
neo-classical propositions concerning the relationship 
between the price level and the quantity of money would be 
restored. 
6, WiEksell, Knuti 'Lectures on political Economy', V-1 & 
V-2, Routledge, London, 1946. 
8 
The general theory itself contains some considerable 
discussion of the behaviour of prices in the macro-econbmy, 
but the best known starting point for an application of Key-
nesian principles to the problem of inflation is to be found 
in a series of articles by Keynes subsequently printed as 
•How to pay for the war'. The outbreak of war in 1939 
resulted in a rapid reduction in the level of unemployment, 
as measured then, as labour was absorbed not only into the 
armed forces but also into wartime production. The upshot 
was a rapid rise in the level of money incomes accompanied, 
however, by a volume reduction in the consximer goods on 
which a large proportion of incomes would have been spent. 
Just as Keynes had explained in the General theory how the 
equality of income and expenditure could take place at less 
than full-enployment such that unemployment was maintained 
by an excess of savings over investments at the margin, so 
inflation could result from the fact that under certain 
circumstances the reverse would be true. Thus at full-
enployment there would be an excess of planned expenditure 
over income which would tend to pull prices-up. This gap 
was christened the 'inflationary gap' and was intended after 
measurement to provide the basis for planning increases in 
> 
taxation which were intended to remove the gap and so stab-
lise the general price level. The inflationary gap causes 
prices to rise, but the price rise does nothing directly 
to eliminate the gap. However, there are a number of 
indirect effects of rising prices on real demand most of 
which do reduce the gap. The Keynesian inflation theory 
stressed income and expenditure flow rather than money 
stock. Even though a price rise is initiated by fiscal or 
other non-monetary disturbances it cannot sustain without 
an unlimited supply of idle money balances or a passive 
money accommodation. 
n 
Bent Hansen provides a dynamic model of demand infla-
tion by using two market determined price-levels, one for 
goods and one for labour. He referred the excess demand 
for productive services as 'positive factor gap* and the 
excess demand for goods as 'positive goods gap'. The posi-
tive goods gap will increase prices of goods and the posi-
tive factor-gc^ will increase wages. For a full inflation 
there must be positive excess demand in both the markets, 
factor as well as the commodity. There will be quasi-
equilibrium if the prices and wages increase at the same 
rate. 
p 
The basis of M. Friedman's theory of inflation is 
his new version of the Quantity theory of money, which he 
put forward in 1956. He and his fellow economists carr-
ied several empirical studies in order to svipport the con-
clusion of the new Quantity theory of money. It would be 
7. Hansen Bent: 'A Study in the theory of Inflation', George 
Allen and Unwin, London, 1951. 
8. M. Friedman: (ed.) 'Studies in the Quantity Theory of 
Money', The university of Chicago Press 1956. 
M. Friedman: "Supply of Money and Changes in Prices and 
output" in his 'optimxim Quantity of Money and other Essays' 
Macmillan, London, 1969, p.171-187. 
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interesting to have a look at their findings. 
i) The long and large price movements axe trace-
able to monetary factors. In Friedman's view, 
the relationship between changes in the stock 
of money per unit of output and changes in the 
price level, is an outstanding specimen of em-
pirical regularity in economics. Inflation, 
therefore, is always and everywhere a monetary 
phenomenon. Prom this, however, it should not 
be inferred that the relationship between money 
and prices is straight, rigid and mechanical. 
ii) Money supply is an exogenous variable. 
iii) In short period of a business cycle, changes in 
output and income velocity of money are sharp. 
But over long period these changes are relatively 
slow. 
iv) There is a long time gap between change in money 
supply and its effect on output and prices, 
v) For evaluating the stability of demand function 
of money the concept of permanent or expected 
income instead of current or measured income 
is more useful. 
vi) Income elasticity of demand for money is very 
high and interest elasticity of demand for money 
is low. 
Cost-push Theories; 
Theories of cost-push inflation came to be put forward 
after the caid-I950's when fairly high rates of unenqployment 
coincided with inflation. They appeared largely in refuta-
tion of demand-pull theories of inflation and emphasised 
instead, autonomous increase in some important conponent 
or the other of cost as true source of inflation. The grow-
ing irtperfection in the commodity and labour markets have 
11 
lent support to the cost-push thesis. The cost-push school 
may be analysed into two distinguishable components,, which 
might be termed the 'mark-up approach' and the 'bargaining 
g power approach'. 
According to mark-up theory of inflation manufacturing 
sector is generally under the dominance of the oligopolistic 
market structure, where the general rule followed by firms 
in price-fixing is to apply some pre-determined mark-up to 
direct unit cost. Similarly labour also prices its services 
on the basis of a fixed mark-up over its cost of living. If 
one firm raise its prices in order to preserve its desired 
mark-up, this raises the cost of those firms which use the 
output of the former as their ir^ jut. If the firm sells its 
goods to consximers, the cost of living rises causing wage 
costs also to rise. This follows a vicious circle of 
prices and wages, each chasing the other in an upward 
direction. This type of spiral will come to a halt, if 
there is in^rovement in efficiency and productivity. But 
the process is not allowed to halt because each of the 
parties to the game tries to appropriate the gains of rising 
productivity, through increases of their mark-ups. 
There are several economists who support the hypothesis 
that trade unions are able to get wage increase in excess of 
overall increase in output per man-hour and thus causing cost-
push inflation. Wage-push inflation is spontaneous requiring 
9..Burton John: Wage Inflation, Macmillan, London, 1972, 
p.18. 
12 
no excess demand for labour and can occur even when there 
is some or perh^s considerable unemployment. The autono-
mous wage increases engineered by strong trade unions will 
make producers to bid up prices of goods in proportion to 
wage increases. Further wage increase in one sector will 
lead to wage increase in other sector, so there can be a 
wage-wage spiral. 
The process of cost-inflation was first generalised 
as income inflation by Reder^® and subsequently by Duesen-
berry and Holzman.^^ Their basic contention is that inflat-
ion is the result of a continuous struggle among different 
social groups to iitprove their relative shares in the Nat-
ional income. 
12 
Weintraub developed on the basis of Keynes General 
theory an alternative explanation for price level determi-
nation which he calls wage-Income theory. In the strong 
fromulation of the wage-cost mark-up theory, with a change 
in the average wage per employee a direct and proportional 
change in the price level is postulated. An alternative 
price level formula, particularly useful in explaining 
10. Reder W. Melvin; "The Theoritical problems of a National 
wage, price Policy" Canadian Journal of Economics, vol.14, 
Feb. 1948, p.46-61. 
11. Holzman, F.D. "Income Determination in open inflation". 
Review of Economics and Statistics vol, 32, p.150-58. 
12. weintraub, S, "The Keynesian Theory of Inflation. The 
Two Faces of Janus?", International Economic Review, 
vol. I, 1960. 
13 
sectoral price levels, has also been put forward by weln-
traub. 
The analytical basis of the wiles^^ models is contain-
ed in two propositions.. One, the main function of prices is 
not resource allocation but covering cost. The second, wage 
cost, by far the most inrportant component of total costs, are 
determined not by market forces, but by the strength of trade 
union leaders. Thus, the level and rate of price changes are 
determined not by the actions of the monetary or fiscal autho-
rities, but by trade union fiat. 
Demand Vs. Cost Inflation; 
In practice, it is difficult to determine from statis-
tics whether a particular inflationary situation is caused 
by Demand-pull or cost-push forces, indeed, both may be 
present as in structural inflation. There is also the 
contention that the distinction between cost-push and demand-
pull inflation is unworkable, irrelevant or even meaningless. 
Yet, attempts are made to test whether a particular inflat-
ionary situation is due to Demand pull or cost-push forces. 
There can not be cost-push inflation because without 
an increased purchasing power and demand, cost increases 
would lead to unetrployment and depression and not to inflat-
ion. If the growth of demand does not keep pace with the 
13. Wiles, p, : "Cost Inflation and the State of Economic 
Theory". Economic Journal, 83, June, 1973. 
14 
rising cost-price level, the cost inflation must eventually 
peter out. The two theories are therefore not independent 
and self-contained theories, but rather theories concerning 
mechanism of inflation on a monetary environments that per-
mits it. The two schools of thought did differ fundamentally 
over policy, one school recommending measures involving a 
higher volume of unerrqployment to stop inflation, the other 
preferring measures that sought to restrain inflation with-
out sacrificing errployment. 
14 
Charles L. Schultz gave the sectoral-demand shift 
theory of inflation, which is a combination of demand-^pull 
and cost—push inflations. According to him even if there 
is no cost-push or excess demand, inflation may arise because 
of a sharp shift in the composition of demand. His main con-
tention is that there is substantial shift of demand away from 
some sectors of the economy to others over a short period of 
time. But resources do not respond rapidly. So the prices 
and wages will increase in sectors where demand is increas-
ing and thus increases will not be neutralised by declines 
in the shrinking sectors as the prices and wages are flexible 
upward but not downward. Therefore the average level of 
prices and wages rise. 
14. Schultz, C.L. 'Recent Inflation in the United States' 
Govt. Printing Office Washington, D.C., 1959. 
15 
philllps Curve; 
A.w. Phillips^^ using the data of Britain for the 
period 1816-1913 found a non-linear negative and stable 
relationship between rate of change of money wages and rate 
of unemployment. Later Richard Lipsey^^ using the very same 
data confirmed the relationship by standard statistical reg-
ression techniques. Lipsey also gave the theoretical base 
to this empirical relationship. According to him wage-
- inflation is explained by excess demand in the labour 
market, whereby the rate of unemployment is interpreted 
as an indicator of the level of excess demand. Subsequen-
tly, the original Phillips wage change unemployment relation-
17 
ship was transformed by Samuelson and Solow into a rate 
of price change-unemployment relationship. They also re-
commended Phillips curve to policy makers as an instru-
ment that would allow them to formulate policy programmes 
with alternative combinations of unemployment and inflat-
ion rates. By the end of 1960's Phillips curve had been 
fitted for most of the major countries and thus, became a 
centre piece of macro-theory and was used as major policy 
device. 
15. Phillips A.W.; The Relation between unemployment and 
the Rate of Change of Money wage Rates in the united 
Kingdom. 1861-1957, Economica. Nov., 1958, 25(100), 
p. 283-299. 
16. Lipsey, R.G.: The Relation between unemployment and 
Rate of Change of Money wage Rates in the United King-
dom, 1862-1957, A Further Analysis". Economica, 1960, 
27 (105) p. 1-31. 
17. Sameulson, P.A. and Solow, R.M., Analytical Aspects of 
Anti-inflationary Policy", American Economic Review, 
May, 1960, 50(2) p. 177-194. 
16 
The growing inflation with growing unemployment of 
around 1970 compelled the economists to rethink about Phil-
lips Curve as it could not explain this satisfactorily. 
Three major strands of thought emerged out of the consi-
deration of 1970s inflationary experience. 
One strand attempted to find an acceptable extension 
or elaboration of the Phillips curve analysis by including 
additional variables and more corrplex lag structure, 
18 
The second strand was provided by Friedman and Phelps^® 
who distingxoish between short-run and long-run Phillips cur-
ves. The short-run Phillips curve is a negatively sloped 
relationship between the rate of inflation and the rate of 
unemployment with inflationary expectation being constant. 
The long-run Phillips curve is a vertical line at some un-
employment rate called the natural rate of unemployment. 
They also stressed that, under the regime of fixed exchange 
rates obtained till, 1971, inflation is an international 
phenomenon caused by changes in world supply of money. 
A third strand explained the increased tendencies 
toward inflation more in terms of institutional and socio-
political forces which refined earlier 'cost-push' expla-
nations ". 
18. Friedman, M.: "The Role of Monetary policy", Americal 
Economic Review, March 1968, 58(1), p. 1-17 and Phelps^, 
E.S. "Inflation policy and unenployment theory; The 
Cost benefit ;^proach to Monetary Policy". Norton New 
York, 1970. 
17 
The natural unemployment rate hypothesis contends that 
for each expected rate of inflation, there exist a unique 
Phillips curve and change in the expected rate parametri-
cally shifts the short-run Phillips curve. The steady-state 
situation corresponds to different fully anticipated inflat-
ion rates such that the long-run Phillips curve would be a 
vertical line passing through the horizontal axis at the 
natural rate of unemployment. So the Phillips relation-
ships can exist only to the extent that the rate of inflat-
ion is unexpected. If inflation is fully anticipated and 
acted upon/ the inflationary policy can not lower the level 
of unemployment. The policy iirplication of this is that the 
Phillips curve relationship can exist only as long as mone-
tary authorities are able to fool the public by generating 
high rates of inflation unexpectedly. But according to 
Rational expectation school, no policy making authority can 
fool the public for long as the former has no superior sources 
of knowledge. Whatever the policy maker does, is immediately 
communicated to the public. Hence the policy of inflation 
will only accelerate inflation without making any dent on 
unemployment, which will remain at its natural level. 
Structuralist Approach to Inflation: 
19 
Structuralist approach draws attention to the basic 
structural factors, supply inelasticities and rigidities in 
19. D, Seers: "A theory of Inflation and Growth in under-deve-
loped economics based on the experience of Latin America" 
Oxford Economic papers, vol.14, June, 1962, p, 177-94. 
J.H.G. Olivera: "On Structural Inflation and Latin American 
18 
various sectors^ which underlie the inflationary process. 
These factors are distinguished sharply from Circumstantial, 
cumulative or propogation factors. According to the struc-
turalists, the 'basic' factors are the causal forces behind 
inflation. The others like propogation factors might also 
be important once an inflation is underway. But attacking 
these factors would not be of any use in eliminating the 
inflationary pressures. Because the fundamental maladjust-
ment will persist. The structural factors are closely rela-
ted to the very state of underdevelopment of the economy. 
Inelasticity of supply is a summary expression for 
representing many a thing on the supply side which inpinges 
on the price level. Broadly stated, the expression means 
that the supply of goods and services does not expand and 
its composition does not adjust sufficiently fast to meet 
not only a rising demand but also a change in the pattern 
of demand without serious price pressures. The type and 
extent of rigidities characterizing an economy may differ 
from country to country but the extent the economy lacks the 
resilience and flexibility to have its supply adjusted to 
changing quantum and composition of demand, general price 
Fotenote 19 continued: 
structuralism" Oxford Economic Papers, November, 1964. 
Victor Orgy: "Structural Inflation in Developing Coun-
try", Oxford Economic papers, Vol.22, 1970, p.73-84. 
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rises would be an inevitable consequence of the process of 
economic development. A rigidity common for many develop-
ing economies is inadequacy of social and economic overheads, 
considerable development of which inparts flexibility to the 
sectors of the national economy. The dualistic nature of the 
economies brings this out very sharply when contrasts the 
traditional sector (primarily agriculture) and the modern 
sector. Imperfect factor markets and consequent low mobi-
lity of resources is an integral part of the rigidities on 
the supply side. The usual market signals that guide smooth 
transfer of resources from one use to the other axe either 
inoperative or operate inadequately, and that too with con-
siderable lags. 
Development policies which are meant to inprove the 
elasticity of supply would also lead in the early stages to 
intensifying the pressures on prices. These policies per-
tain to creation of infrastructural facilities, deploying 
monetary fiscal instruments both for mobilisation and allo-
cation of productive resources, reducing the vulnerability 
of the economy to the vagaries of international trade and 
so on. 
Some of the other structuralist elements are;^° 
20. Ranganadhachary, A.V.: 'Inflation in India', Arthasas-
thra vigjnan Kendra, Madras, 1981, pp.29. 
20 
i) High degree of concentration of ownership of 
land and inefficient land tenure system. 
ii) Lack of incentives for increasing agricultural 
production. 
iii) Export instability, unfavourable terms of trade 
and low capacity to import. 
iv) Inequalities in wealth and income distribution. 
Review of Some Studies of Inflation 
In India; 
Before embarking upon a research project it is absolu-
tely essential to review the literature on the same or simi-
lar subject. Keeping this in mind an effort has been made 
here to review some of the existing literature on inflation 
in India. 
21 
Narsimham, N.A.V. (1956) attempted at building an 
econometric model for Indian Economy for the period 1919-1952, 
His model was essentially Keynesian, in the sense that he re-
garded real national income and its components as being deter-
mined primarily by expenditure, except for farm output which 
he regarded as exogenous. He studies three sectoral prices: 
prices of farm product®, of consumer goods and of investment 
goods, prices of farm products are decreasing function of 
farm output and an increasing function of the level of prices 
in the major countries who import Indian products. The price 
level of consumer goods are an increasing function of three 
21. Narasimham, N.A.V., A Short Term Planning Model for 
India, North-Holland Publishing Co. Amsterdam, 1956 
21 
variables, the per capita wage earning, the price of farm 
products, and the quality of consumer goods produced. The 
price level of investment goods are a function of the prices 
of inports for investment goods and the output of investment 
goods. 
22 
Milton Friedman (1963) put forward the view that 
inflation in general, as well as inflation experienced in 
India over the period of the second five year plan has to 
be explained in terms of the increase in the stock of money 
relative to real income. According to him fall in prices 
during the first plan was mainly because of lower increase 
in money supply conpared to real output. However, it was 
otherway round during the second plan. 
2"? 
Weintraub S. (1965) studied inflation in India for 
the period 1949-50 to 1963-64 and concluded that the most 
inportant factor determining the price level is the wage 
cost. According to him the price level varies with the 
change in the wage cost. He further concluded that the 
increase in productivity is lower than the rise in wage pay-
ment. in such circumstances economic forces emerge to create 
both cost-push and demand pull inflation. Therefore, the 
Key to govern the price level is the money wage level. He 
also suggested a desirable increase of 2 per cent per annum 
in general price level for the economy. 
22. Friedman, M. Inflation (causes and consequences) Asia 
Publishing House, London, 1963. 
23. weintraub, S. Growth without Inflation National Council 
of Applied Economic Research, New Delhi, 1965. 
22 
24 National Council of Applied Economic Research (1965) 
studied inflation and concluded that Indian inflation is the 
result of a multiplicity of factors operating in a corrplex 
manner: supply shortage, increasing money supply^large scale 
Govt., expenditure and rising wage cost. 
25 
Francis, X, Colaco (1969) used Indian data for the 
period 1948 to 1967 to test the Harberger's inflation model. 
The model is derived from a simple money demand function in 
two variables namely real income and cost of holding balances, 
He has tested the model with the use of both Annual and Quar-
terly data. The data have been taken from the International 
Financial Statistics. He found that the model provides very 
little information when tested with annual data and when 
quarterly data are used, he found that the explanatory power 
of the model increased considerably. The main conclusion 
that can be drawn from the estimated equations is that 
changes in the money supply, occuring in the second and 
third quarter are statistically significant in explaining 
changes in prices in the current quarter. Further, the 
acceleration factor is also found to be significant. Thus, 
the model seems to show the proximate importance of moneta-
rist factors in explaining price changes in India during the 
period. 
24. N.C.A.E.R. Price Policy and Econcroic Growth. Occasional 
Papers No.14 (1965) . 
25. Francis, X. Colaco, "Harberger's Inflation Model. A 
Critique and test using Data for Brazil and India", The 




Srivastava/ S.C, and Saxena, P.C. (1968) attempted to 
study the relationship among the percentage changes in money 
supply output and prices during the period 1950-51 to 1964-65, 
On the basis of the simple and multiple regression analysis 
involving the above variables they draw the following 
conclusions, 
Money supply in terms of economic development generally 
follows output and it is the rise in output which induces a 
rise in money supply rather than the other way round. 
Money supply and price level move hand in hand and the 
rise in money supply causes rise in prices rather than vice-
versa. 
The output exercises a higher influence on the money 
supply in relation to prices. 
The money supply has a larger impact on prices relative 
to output. The rise in money supply has a positive effect on 
prices. If the negative effect on output is too small to 
nullify the positive effect of money supply, as is borne out 
by Indian experience, there is bound to emerge an upward 
pressure on prices. 
27 
I.K.Whan and Maurice, N. Shriber found fault with the 
specification of Srivastava and Saxena model. According 
26 S.C.Srivastava and P.C.Saxena, The Relationship of 
Money Supply, Output and Prices in a Developing Economy. 
The Indian Case, The Indian Economic Journal, Vol.XVI, 
October-December, 1968, p.249-255. 
27 I.K.Whan and Maurice,N.Shriber, "The Relationship of 
money supply, output and prices in a developing Economy, 
The Indian Case, A Comment", The Indian Economic Journal, 
Vol.XVIII, Nos.4-5, April-June, 1971, p.592-595. 
24 
to them use of annual data by srivastava and Saxena con-
ceals the true magnitude of variations actually realised 
within a year. They introduced lags in regression equations 
and using quarterly data for the same period found that the 
estimated equations have better explanatory power than those 
in the Srivastava and Saxena model. The first three con-
clusions of the S-rivastava and Saxena model have been 
negated. 
28 
Raj (1966) attempted to explain the variations in 
the general price level and in the relative price of food-
grains (relative to non-foodgrain prices) in Irjdia over the 
period 1949-66 on the basis of the hypothesis that changes 
from year to year are determined by excess demand at prices 
prevailing in the previous year. While the atterrpt may be 
considered as Successful to a degree, the author himself 
was aware that other factors are active in the inflation-
ary process and should be examined in a fuller analysis. 
In his quantitative work Raj had to depend on a number' 
of simplifying assumptions and estimates of parameters 
like marginal propensity to consume and income and price 
elasticities of demand for cereals etc. which are rather 
shaky. The hypothesis that prices of industrial products 
are determined (as well as prices of agricultural goods) 
through a market clearing process appears dubious to us. 
28. Raj, K.N., Price Behaviour in India (1949-66), An 
explanatory Hypothesis, The Indian Economic Review, 
vol. 1, New Series No.2, Oct., 1966. 
25 
2Q 
Agarwal's econometric model of India covers the period 
1948-1961 and consists of 24 equations. It combines the theo-
retical framework of Lewis two sector model with the quantity 
theoretic explanation of price behaviour. The price behaviour 
equations incorporated in the model represent an attenpt to 
explain (i) cost of living index (ii) non-agricultural 
price index (iii) price of manufactured goods (iv) price 
of machinery and equipment. Thus, an explanation of both 
general and sectional price indices is atteirpted. The cost 
of living index is explained in terms of agricultural price 2 
index and cost of living index lagged by one year. High R 
value coupled with significant co-efficients associated with 
the two explanatory variables establishes clearly that the 
major part of the variations in the cost of living index 
is explained in terms of the two independent variables in 
the model. The non-agricultural price behaviour equation 
shows that 54 per cent of the variation in the cost of liv-
ing index is explainable in terms of the changes in the 
price of manufactured goods. The manufactured goods price 
equation regresses the dependent variable on the wage pro-
ductivity mark-i;^ ) (money wage/labour productivity in non-
agricultural sector) and the dependent variable with one 
year lag. The signs of the regression coefficients are as 2 
expected and the R is considerably high. The machinery 
price index is explained in terms of price of manufactured 
goods and money-wage-rate. True to the general framework 
29. Agarwal, R.; An Econometric Model for India,. Ph.D. 
Thesis Manchester (1966), Published by Frank Cass & Co. 
Ltd., London, 1970. 
26 
adopted in this study, attention is focussed on inter-sec-
toral price relationships and money wage-rate relative to 
productivity in non-agriculture sector. The performance of 
the model is satisfactory and supplies evidence in support 
of some familiar hypothesis. 
Hundred and Forty economists'*^ memorandum (1974) sub-
mitted by economists led by Prof. Vakil, G.N. and Brahmananda 
P.R. to the prime Minister attributed inflation to imbalance 
between growth of money supply and supply of basic consumpt-
ion goods and related necessities. They wanted parity bet-
ween money supply and maximum short period rate of expansion 
in the index of basic consunption necessities. As the later-
-rate taking good and bad years falls between two to four per-
cent, they suggest that the monetary expansion has to be 
limited to about five per cent after taking various views 
into consideration as to appropriate rate of growth in 
money supply. 
Upadhaya K, S.'^ (1974) studied the causes of inflation 
in India and concluded that there is no direct cause and ef-
fect link between deficit-financing and inflation. Borrowing 
30. Economists Memorandum on a Policy to contain Inflation 
submitted by 140 Economists to the prime Minister on 
23-2-1974 and Semibombla (Scheme of the Econanists for 
Monetary Immobilisation through Bond Medallions and 
Blocked Assets) submitted to the Prime Minister on 
14-5-1974 both published by Vora & Co., Bombay, 
31. Upadhaya, K.S.; Fiscal Measures for controlling Inflat-
ion, p. 87-97. Inflation in India, (ed.) Simha, S.L.N. 
Vora & Co., Pvt., Ltd., Bombay, 1974. 
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could be more inflationary while deficit-financing could be 
disinflationary. The determining variable is not the source 
of expenditure, not even the level of expenditure but the 
pattern of expenditure. He suggested disparity tax to encou-
rage investment and consxinption in the right direction and to 
discourage and penalise investment and consumption in the 
unwanted lines. 
3 2 
Akhtar, M . A . ( 1 9 7 5 ) in his study of inflation exten-
ded Harberger's model by including additional variables of a 
considerable prior significance. The period covered by him 
is 1951 to 1970 and the data has been taken from the Inter-
national Financial statistics. The analysis includes a dis-
cussion of the evidence of (i) the monetarist explanation of 
inflation (ii) the contribution of fiscal-development vari-
ables to inflation and (iii) the simultaneous inclusion of 
all the relevant variables which exert influence on inflat-
ion. 
The monetarist model perform very poorly, and the highest 
2 
R is only 0.39. The rate of change in money supply and the 
rate of change in real income with a one year lag have come 
out as significant explanatory variables, 
AS for the role of fiscal-development variables, the 
estimated equations revealed the following. 
32. Akhtar, M.A., The Inflation Problem in Developing Econo-
mics, India and phillipines, Indian Economic Journal Vol.23 
NO.2, Oct.-Nov. 1975, p. 144-165. 
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The ratio of total expenditure to total national in-
come and the rate of change of the index of industrializat-
ion together explain 39 per cent of the rate of inflation. 
The regression results pertaining to the relationship, 
between foreign trade variables and the rate of inflation 
showed that both the import income ratio and the rate of 
change of import prices yielded expected signs but of the 
two only the latter is found to be significant at 5 per-
cent level. The Durbin-watson test indicates no serial 
correlation of the residuals at 5 per cent level. 
When all the three types of variables (monetarist. 
Fiscal development and foreign trade) are considered simul-
taneously there is significant improvement in the explanat-
ion of inflation. 
V. Pandit^^ studied inflation in India for the period 
1950-75. His main conclusions are that monetary expansion 
has provided an inportant stimulus to inflation and this 
expansion has largely been caused by the central Govt.'s 
deficit expenditure particularly during the seventies. Fluc-
tuations in the rate of growth has been responsible for the 
variations in the rate of inflation. Inflationary expectat-
ions have been an important determinant of the rate of increase 
in the price index of food articles only. 
33. Pandit, V. An Analysis of Inflation in India (1950-75) 
Indian Economic Review vol.XIII, New Series, No. 1978. 
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24 Rangandhachary, A.V, (1981) showed that besides 
raonetary and fiscal factors, the existing institutions and 
structural changes influence the behaviour of prices in a 
developing economy like India. Hence, anti-inflation war 
must be fought over a wider area of the economy and not 
merely at the spending point, /^art from demand management 
through monetary and fiscal measures an^  effort should be 
made to manipulate institutional and structural factors to 
tackle the problem of inflation in a long-run perspective. 
Saini, Krishna, G,^^ (1984) studied inflation in India 
and concluded that monetary growth, alone is not responsible 
for the rise in prices and Govt, budget deficit. 
Chaudhary, C.M.^^ (1984) studied the behavioxor of 
prices during the different plans in India and concluded 
that the major cause of inflation which revolves around all 
the plan is the gap between the money supply and the natio-
nal output. 
Concluding Remarks and Objective 
of the present Study; 
It is quite clear from the survey of the theories of 
inflation as well as from the studies on inflation in India 
34. Rangandhachary, A.V.; Inflation in India, Arthshastra 
Vigyan Kendra, Madras, 1981. 
35. Saini, Krishan, G. "Can Monetary Growth Explain Infla-
tation in India Indian Economic Journal, Vol. 32, 
Jul.-Supt. 1984, No.l, Special Number, in Monetary Eco-
nomics. 
36. Chaudhary, C.M., Bank Rate and Credit control in India, 
Amar Prakashan, Delhi, 1984. 
30 
that there is little agreement among economists and policy 
makers on the relative importance of different economic forces 
in the shaping of the course of prices. In India price beha-
viour has generally been analysed in a simple quantity theory 
framework. However, there are studies devoting some attent-
ion to structuralist factors. But the overwhelming evidence 
seems to be in favour of the monetarist variables. The poor 
performance of monetarist model applied to annual data, in-
adequate attention paid to time lags with which explanatory 
variables influence the price level, total neglect of insti-
tutional ond crucial structural factors, eirphasize the need 
for trying alternative formulations to make-up the deficien-
cies in the model. 
Since the nature of inflation in seventies and eighties 
is different from earlier period, a fresh analysis is requi-
red. Also, the way we have specified the model is in some 
important respect different from the models proposed earlier. 
The most i^ortant aspect that did not attract adequate 
attention and analysis of the economists is the institutional 
side of it. particularly some peculiar institutional traits 
and structural bottle necks obtaining in our economy make the 
demand-pull approach inadequate and hence policies which 
emanate from such an approach may not deliver the goods. 
It is not adequate to seek for a monetarist demand pull 
explanation of the phenomenon of rising prices in terms of 
economic aggregates like money supply etc. The socio-cul-
tural and institutional factors including the plethora of 
physical and price controls introduced by the Govt, from 
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time to time are such that any naive application of monetary 
approach as such to price situation would not only be inapp-
ropriate but is also misleading and may lead to incorrect 
policy formulation. The best that an investigator interested 
in studying the behaviour of general price level can do by way 
of filling this lacuna is to identify the institutional and 
structural factors and search for their empirical conterparts 
to enrich the statistical analysis of price trends. Such an 
attempt is made in the present study. 
In the light of the studies reviewed, one may come up 
with the suggestion that the basic Harberger's inflation model 
extended to include other important determinants of price move-
ments thrown up by the above studies may provide the necessary 
frame-work for studying Indian inflation, Dur period of study 
is from 1970-71 to 1987-88 and thus suitable changes have to 
be made in the models, which were primarily used for earlier 
periods namely sixties. An efforts has also been made to 
analyse the effects of inflation on income distribution 
and terms of trade between agriculture and industry. 
The choice of the 1970 as starting point of the pre-
sent study, is basically because inflation in seventies 
achieved new dimension and it became a world-wide phenomenon. 
Inflation of seventies compelled economists to review the 
earlier theories of inflation. In India a number of events 
took place during seventies and the rate of inflation was 
quite high during seventies compared to earlier period. 
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Scope of any study especially in social sciences is 
always limited and our work is not an exception we have not 
tried to capture each and every factor rather have concent-
rated on few factors. So the present study is wide^ j^open for 
criticism on this ground. 
chapter - II 
DATA BASE AND METHODOLCXSy 
Our study is based exclusively on secondary data which 
are published mainly by Reserve Bank of India and various 
departments/offices of the Government of India. Thus, most 
of the relevant data have been taken from various issues of 
"Report on currency and Finance", "Economic Survey", "Natio-
nal Account Statistics", Besides these sources we have also 
taken data from "Basic Statistics Relating to the Indian Eco-
nomy" volume 1, published by the Centre for Monitoring Indian 
Economy, Bombay. 
In our study splicing of two or more series have been 
done with the purpose of reducing them to the same base in 
a bid to render them comparable, it is not a perfect tech-
nique because over a period of time, commodities entering 
the index change and so does their inportance. Further, 
for the sake of convenience, all the tables in the annual 
series of wholesale prices have been worked out on financial 
year basis as some institutions like R.B.I, and Planning 




In our study we have used both statistical as well as 
theoretical approach. But the former is given preference. 
In order to work out the speed of price rise we have 
computed compound rate of growth with the help of following 
equation. 
a (1 -»- r)^ 
The estimated equation is the log form of the above 
equation: 
LnY = Lna + t Ln (1 + r) 
Y is the variable in question 
t is time variable 
a is intercept 
ris compound rate of growth 
We have adjusted the actual data for trend in order to 
know the price fluctuations, in different years. 
Adjusted index Number f^f®? 
of^Price Of a Commodity in a year = ITtl^Ye^r ^ 
The hypothesis of agricultural prices being the price 
setter have been advanced by a number of researchers and many 
of them also specified the foodgrains prices or even going 
further, cereal prices as the price settc^ r of the economy. 
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Towards an examination of this widely held view, the contri-
bution of each component of agricultural prices to the rele-
vant commodity group or sub-group price indices has been com-
puted we have also computed the contribution of non-agriculu-
ral price changes to the changes in general price index. The 
percentage contribution of a given group to the change in the 
general price have been calculated by the following formula. 
percentage contribution of a given group 
to the change in general price level = 
Weight of the group x change in the price index of the 
group over previous year 
weight of all co^oaitie. x 
previous year 
VJe have calculated capacity to import by the following 
formula 
Overall export unit ^ • ^  
Capacity feO import = value index ^ S ^ ^ r t 
Overall import unit ^ export 
value index 
X 100 
For knowing the instability of prices as well as other 
variables we have calculated the coefficient of variation by 
the follov;ing formula. 
^ • ^ . Standard Deviation , „„ Coeffxcxent of varxat.on = Arithmetic Mean ^ 
Standard Deviation = Sum of t ^ ^^^^^^ deviation from mean Number of Observations 
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In order to find out the association between two vari-
ables, we have calculated coefficient of correlation by the 
following formula: 
Zx Y correlation coefficient = N Sx Sy 
where, x = (X - X) and y = (Y - Y) 
= Standard deviation of series X 
Sy = Standard deviation of Series Y 
N = Number of paired observations 
The relevant models and hypothesis have been discussed 
in the subsequent chapters, as a result we are not disccus-
ing the same here. 
Limitations of price Index and 
Measurement of Inflation; 
The definition of inflation as a process of continu-
ously rising prices requires the choice of a general price 
index as the prices of different goods and services need not 
move in the same direction or to the same extent. It is 
necessary to arrive at average price movements by construct-
ing a "general price index". So one has to face here the 
question of choosing among different general price indices 
available in India such as cost of living index wholesale 
37 
price index. Retail price index, G.N.P. deflator.^ It is 
said that the major purpose of economic activity is to pro-
vide goods and services for final consumers, the cost of 
living index, an index which takes into account those goods 
and services bought by ultimate consumers, should be prefer-
red. In India we have three consumer price indices viz. 
(i) The consumer price index for urban non-manual 6n5>loyees. 
(ii) The consumer price index for agricultural labourers 
(iii) The All-India consumer price index for industrial wor-
kers. But it is well known that the cost of living or con-
sumer price index is not wholly satisfactory because it 
omits one important element in the price level, namely, 
the price of Govt, output. If we want to include it then 
the implicit deflator of Gross National product would be 
better. G.N.P. deflator can be calculated as; 
G.N.P. deflator - G.N.P. at current Prices G.N.P. at constant prices 
But the G.N.P. deflator may be less appropriate to the 
extent that it includes the prices of newly produced capi-
tal goods as well as consigner goods and services. Both G.N.P 
deflator and consumer price index are likely to give substan-
tially different result under same conditions. For example. 
1. It is interesting to note that Ekeda Government in Japan 
relied on whole-sale price indexes to show that r^id 
econcxnic growth of 1960-62 was not inflationary, while 
the opposition relied on consumer price indexes and nat-
ional income deflators to show the reverse. Taken from 
Bronfenbrenner and Holzman, op. cit., p. 50. 
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when continuously inproving technology permits constant 
consumer prices despite rising costs of capital goods, the 
cost of living index would show that we have not suffered 
inflation, whereas the G,N..P. deflator would inply that 
inflation had taken place. 
We can also measure inflation by using wholesale price 
index^ But wholesale price index has its own limitations. 
These index numbers of prices are generally criticised for 
not taking into account the higher blackmarket prices pre-
vailing for many commodities. Since the series is generally 
based on prices quoted to Govt. Inspector and where prices 
are controlled, these will naturally be the controlled 
prices, it is, therefore remarked that the conclusions 
reached by an analysis of official figures are likely to 
understate the degree of price rise during any particular 
period. Apart from this, the price indices can not make 
adequate allowance for changes in consumers preferences and 
in the type and quality of the goods supplied. Further, 
though these index numbers are useful in measuring the extent 
of variations in the commodity prices, they ignore certain 
essential elements such as expenditure on education, trans-
port, housing 6tc. which are irnposing increasing burdens on 
the urban population, particularly in a country like India. 
The index numbers of wholesale prices has no provision for 
measuring the changes in rents except indirectly through the 
recording of prices of cement, steel, bricks etc. The rise 
in the prices of these components fail to measure accurately 
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the staggering increase in house rents which puts additional 
pressure on the families migrating to urban areas. The work-
ing class consumer price index numbers, con^^iled and published 
by the Labour bureau of Govt, of India, also assxime a constant 
rent because, of the ^plication of the Rent control Act. in 
most of the urban centres. No index involved so far in this 
country, thus, takes care of these additional pressures. 
Whatever may be the index chosen for the purpose of 
measuring inflation one conceptual problem relates to the 
treatment of quality inprovements and introduction of new 
products. Another conceptual problem is the treatment of 
taxes.usually price indices record the prices of goods indu-
cing the effects of taxes on these prices. However there are 
significant differences between price changes attributable to 
changed taxes and changes due to other causes. For exaicple 
increased prices resulting either from expanded demand or 
from administrative increases in the prices of goods or 
wages have the effect of raising money income of the private 
economy. Thus causing cumulative pressure on the price 
structure. But increased prices resulting from higher taxes 
do not provide corresponding increase in demand and pressures 
on the price structure. So for this reason, it is entirely 
possible that price increases caused by tax changes may call 
for a different monetary and fiscal policy from that appro-
priate to price increases following other causes. 
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The above discussion indicates that there can be no 
universal rule as to whether one or the other index more 
trully reflects the changes in prices. A great deal depends 
on the structure of a country's economy and the ccMiposition 
of its external trade. However the choice of index ultimately 
depends upon the purpose of measuring inflation. For escala-
tion one index might be appropriate, for the deflation of 
the value figures to obtain the real output, another^might 
be used, and for the goal of monetary policy still another 
might be suggested. For the analysis of why prices move, a 
wide variety of indices suggest themselves. In India, how-
ever there is fairly close correlation between the wholesale 
and the retail price index and that for the purpose of com-
paring changes taking place over a period of time, a study 
of variations in wholesale price index offers reasonable 
accuracy. In the empirical analysis of subsequent chapters 
the wholesale price index has been used because of its incon-
clusiveness and detailed availability of sectoral and general 
indices. 
Chapter III 
NATURE AND EXTENT OP INPIaATION 
(1970-71 to 1987-88) 
Nature of inflation has been quite different during 
seventies compared to the earlier period. Prices of many 
commodities responsible for inflation .during sixties did 
not register substantial increase during seventies and 
their place was taken by other commodities, prices of fuel, 
power light and Itjbricants rose at a rapid rate before 
1970-71 and after that their place was taken by minerals. 
During the period 1950-51 to 1970-71 prices of fuel, power 
light and lubricants increased by 113.6 per cent and that* of 
minerals by 62,6 per cent. But during the period 1970-71 to 
1987-88 price index of fuel, power light and Ixibricants rose 
by 642 per cent and that of minerals by 720,3 per cent. Before 
1970-71 there had been comparatively higher increase in the 
prices of agricultural commodities. But after 1970-71 prices 
of manufactured goods increased rapidly. 
The rate of inflation has also been higher after 1970-71 
as compared to earlier period, in this regard it will be 
useful to mention that 1974-75 is the year in which the rate 
of inflation has been the maximum, i.e., 25.2 per cent since 
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the inception of planning. However, in order to understand 
the nature of inflation after 1970, it Will be useful to 
have a systematic year to year analysis of price rise. 
The year 1969-70 was a ireasonably good year considering 
6.7 per cent increase in agricultural production and 7.5 
per cent increase in industrial production. Wholesale price 
index rose by 3.7 per cent in spite of 10.5 per cent 
increase in money supply. In the next two years,that is 
1970-71 and 1971-72 wholesale price index rose by 5.5 and 
5.6 per cent respectively despite the increase in money 
supply by 12 per cent in each of these two years. The 5.6 
per cent increase in the wholesale price izxiex during the 
year 1971-72 is quite small keeping in mind the 1971 Indo-
Pak War and the infliax of refugees from Bangladesh as well 
as the severe drought faced by the country. This small 
rise in prices in 1971-72 was perhaps attributable to 
better availability of goods of mass consun^jtion especially 
of foodgrains carried forward from the exceptionally good 
harvest of 1970-71 and also because of good procurement. 
However, the adverse impact of the 1971-72 war and drought 
on the pdce level was reflected more in 1972-73 when the 
increase in wholesale price index w ^ 10 per cent. 
Since January 1972 there has been a very sharp rise 
in the general price index. By the June 1972 the whole-sale 
price index moved up by 6.1 per cent in a period of six 
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months and during the four months from June to September 
1972, prices increased almost by 8 per cent, the thrust 
being mostly under foodgrains, oilseeds and agricultural 
commodities following the failure of monsoon and prevalence 
of drought conditions in the country. Although the next 
three months showed a somewhat lower rate of rise in prices, 
there was no seasonal decline in the price level. In 
fact, from January 1973 there was further spurt in price 
level at the rate of two to three per cent per month. The 
Reserve Bank Directors' Annual Report for 1972-73 said that 
while the upsurge in the price level was due to setback In 
farm production for the second year in succession, result-
ing in severe shortage of a variety of wage goods particularly 
those originating in the agricultural sector, an important 
contributing cause of it was the excess demand in the economy. 
The price rise was partly due to the lagged effects of large 
increase in domestic expenditure especially by the government 
in 1971-72. But the major element in raising the level of 
domestic demand has been the expenditure undertaken by 
government in 1972-73, The continuation of reduced supplies 
of agricultural products and rapid expansion of monetary 
resources, accoi^iing to the Report, resulted in a sharp 
deterioration of the price situation leading to a record 
rise of 21,5 per cent in wholesale price index between the 
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end-June 1972 and end-June 1973. The rise in the prices 
of foodgrains during the same period by 19.2 per cent must 
be attributed to shortfall in supplies. Group-wise, the 
highest rise took place in the price index of industrial 
raw material (60.2 per cent). The pressures were first 
felt as a result of severe drought conditions in 1972-73 
followed by shortage of various essential consxomer goods 
and critical raw materials and inputs. 
The full impact of unfavourable factors such as decline 
in agricultural production by 0.21 per cent and 8.1 per cent 
in 1971-72 and 1972-73 respectively came to be felt in 1973-74 
when the wholesale price index moved by 20.2 per cent. Such 
steep price rise took place in spite of the increase in 
agricultural production and net availability of foodgrains 
by 10 and 8.9 per cent respectively, in that year. The 
distinguishing feature of the 1973-74 price behaviour is 
that in addition to the phenomenal increase in prices of 
food articles, industrial raw materials, fuel,power light 
and Ixibricants and manufactured products also showed a 
sxibstantial increase. Sharp increase in the prices during 
the year 1973-74 was accon5)anied by a decline in industrial 
growth.Shortage of agricultural raw materials, scarcity in 
the key commodity sectors together with higher prices of 
imported inputs and their inadequate availability and 
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bottlenecks in transport and power prevented several basic 
capital goods indxastries making full utilisation of their 
capacity. Thus, stagnant conditions prevailed in the 
industrial sector amidst a situation of excessive price 
rise. The price situation was aggravated by continued 
expansion of money supply partly due to large deficit 
financing and partly due to excessive expansion of bank 
credit to the commercial sector. Acting together with the 
unaccounted money the above factors created conditions of 
excess demand in a situation of shortage, the impact of 
this on prices was aggravated by the activities of speculators 
and unsocial elements. 
Coming on the top of 10 per cent rise in the wholesale 
price index in 1972-73, inflation kept up its steady upward 
spiral and the price rise was accelerated and became 20.2 
per cent in 1973-74 and 25.2 per cent in 1974-75. These are 
the highest increases in any one year since 1957-58, the 
previous highest rise being 13.9 per cent in the year 1966-67. 
Although during 1974-75 the wholesale price index showed 
a rise of 25.2 per cent, the year marked a departure from 
the almost uninterrupted phase of price rise which occurred 
since March 1972. Despite the persistent imbalances in 
supply demand positions, the reversal of this trend from 
September, 1974, reflects the cumulative impact of the 
package of anti-inflationary measures initiated in July 1974. 
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Table 3.3 
Index of Agricultural Production 






1970-71 111.5 11.5 
1971-72 111.2 - 0.27 
1972-73 102.2 - 8.1 
1973-74 112.4 10.0 
1974-75 108.6 - 3.4 
1975-76 125.1 15.2 
1976-77 116.3 - 7.0 
1977-78 132.9 14.3 
1978-79 138.0 3.8 
1979-80 117.0 -15.2 
1980-81 135.3 15.6 
1981-82 142.9 5.6 
1982-83 137.5 - 3.8 
1983-84 156.4 13.7 
1984-85 154.6 - 1.2 
1985-86 158.4 2.3 
1986-87 152.5 - 3.5 
1987-88 149.3 - 2.0 
Source: •Economic Survey 1988-89 and 
Government of India. 1982-83, 
Table 3.4 
Index of Industrial Production 
(Base : 1980-81) 
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Year Overall 54 Index Change 
1970-71 65.78 4.64 
1971-72 69.09 5.03 
1972-73 71.82 3.95 
1973-74 72.40 0.82 
1974-75 74.74 3.23 
1975-76 79.74 6.69 
1976-77 87.27 9.44 
1977-78 90.91 4.17 
1978-79 97.86 7.64 
1979-80 96.23 1.66 
1980-81 100.00 3.92 
1981-82 109.30 9.30 
1982-83 112.80 3.20 
1983-84 120.40 6.73 
1984-85 130.70 8.55 
1985-86 142.10 8.72 
1986-87 155.10 9.15 
1987-88 166.70 7.48 
Source: 1. Handbook of Industrial Statistics, 1987, 
Ministry of Industry, Government of India. 








NNP at Factor Cost 




1951-52 3.7 2,1 
1955-56 6.3 3,2 13,4 
1960-61 6,9 6,9 5,5 
1965-66 3,2 -5,9 11,0 
1969-70 10,5 6,2 10,5 
1970-71 8,3 5,6 12,0 
1971-72 6,9 1.4 13,6 
1972-73 10,2 -1,4 16,4 
1973-74 25,2 5,3 15,4 
1974-75 17,9 1,5 6.6 
1975-76 4.7 10,1 10,3 
1976-77 7,4 0,4 18,3 
1977-78 13.1 8.9 17.8 
1978-79 7,4 5,6 19,7 
1979-80 9,2 -5,2 15,8 
1980-81 19,1 7,4 15,9 
NEW SERIES 
1981-82 16,3 5.9 7,0 
1982-83 10,0 2.2 15,4 
1983-84 17,2 8.1 15,9 
1984-85 11,2 3,6 19,9 
1985-86 12,0 5.0 10,0 
1986-87 10,9 3.6 17,4 
1987-88 12,6 3,4 12,9 
SOURCE; 1, Economic Survey 1988-89, Government of 
India. 
2. Basic Statistics Relating to the Indian 
Economy, Published by C>1IE, Bombay, Vol.1, 
August 1988, 
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The declining trend in prices which was set in the second 
half of 1974-75 persisted during 1975-75. The average index 
of wholesale prices during April, 1975 - March, 1976 showed 
a decline of 8.5 per cent. Both point to point comparison 
as well as comparison based on average change in the whole-
sale price index yield a negative rate of inflation, though 
the money supply went up by 11.3 per cent during the year. 
An important feature of the price rise till now has been the 
spectacular increase in the prices of minerals. This is 
basically because of the inclusion of new high priced items -
petroleiam crude, since 1970-71 in the revised series. 
Wholesale price index increased rapidly in the first 
half of the year 1976-77 but declined in the second half 
as a result there was a marginal rise of 2.1 per cent in the 
wholesale price index during the year 1976-77. This was a 
very small increase keeping in mind that money supply with 
the pxiblic increased by 18,3 per cent and National Income 
at 1970-71 prices increased by 0.4 per cent during the 
year 1976-77. The year 1977-78 was a reasonably good year 
though the general price index recorxied an increase of 5,2 
per cent during the year. The rate of growth of NNP showed 
a tairly impiressive increase of 8.9 per cent as against 0.4 
per cent in the previous year. The food situation remained 
comfortable and the foreign exchange reserves continued to 
grow. Though money supply increased substantially by 17.8 
52 
per cent, the general price level remained relatively 
stalole. 
The performance of the Indian economy in 1978-79 was 
regarded most encouraging. Although the rate of growth 
of National Income at 1970-71 prices was lower than the rate 
achieved in 1977-78, there were trends which indicate a 
growing stirength of the economy. Tnei.e was evidence of impro-
vement in aggregate investment and agricultural production 
showed an increase of about 3.8 per cent in 1978-79. There 
were two distinct phases in the price movements during the 
year. The first phase was one of decline between end of 
June, 1978 and Febiruazry 1979 and the second was one of sharp 
rise from March 1979. In the first,phase, the general price 
level of wholesale prices declined by 0.8 per cent mainly 
owing to a fall in the indices of two main groups of 'primary 
articles' and fuel and power, by 3.3 per cent and 1.5 per 
cent respectively. 
There was substantial increase in the general price 
level during the year 1979-80. The wholesale price index 
for all commodities rose by 17,1 per cent. This was mainly 
because of the political confusion after the fall of Janata 
government and loosening of government's grip on the 
economy. This steep rise in prices continued in 1980-81 
also. The wholesale price index for all commodities increased 
53 
by 18.2 per cent in the year 1980-81. But in the next year 
this rapid upward trend in prices was checked to a larger 
extent when wholesale price index increased by only 9,3 
per cent during the year 1981-82. This was mainly because 
of two reasons. First, the money supply increased by only 
7.0 per cent during the year 1981-82 as against 15.9 per cent 
in the previous year. Secondly, the 5.9 per cent increase 
in the National Income, 
The year 1982-83 was marked by severe drought and in 
consequence agricultural production suffered a severe set-
back, The pace of industrial production also experienced a 
slowdown. Despite these unfavourable developments there 
was relative stability in price level. The wholesale price 
index of all commodities increased by 2.5 per cent. This 
was because of the effective supply and demand management 
policies. Advance action was taken to build up stocks and 
improve availability of foodgrains through intensive procure-
ment and carefully planned imports. Arrangement for 
agricultural inputs were streamlined to minimise the impact 
of drought. The wholesale price index for all commodities 
increased by 9.6 per cent during the year 1983-84, despite 
the favourable trends in agricultural production. The delayed 
impact of the drought in 1982 might have been responsible 
to some extent for the rise in prices in 1983-84. Excess 
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liquidity in banking system also exerted some inflationary 
pressure on the economy. Several measures were taken by 
government to contain inflation. Supplies of several 
essential commodities were augmented by imports. 
During the year 1984-85 wholesale price index for all ft 
commodities increased by 7 per cent which was lower compared 
to that of 1983-84. The deceleration in price was brought 
about by the distinctly slower rise in prices of primary 
articles than in previous year. While both food and non-
food articles witnessed smaller rise in prices than in previous 
year latter marked much smaller rise. The improve availability 
of several commodities and judicious release through pioblic 
distribution system helped the deceleration in price rise 
during 1984-85, 
Agricultural production during 1985-86 increased by 2.3 
per cent as against a decline of 1.2 per cent in previous 
year. This satisfactory performance during 1985-86 is 
attributed to the agricultural strategy which laid imphasis 
on innovations such as appropriate land use policy, scien-
I 
tific cropping pattern, supply of critical inputs, the better 
management of water resources. Because of the close moni-
toring of prices and monetary trends and effective demand-
supply management during the year 1985-86, there was 
impressive improvement on the price front. The wholesale 
5i> 
price index for all coranodltles increased by 5.7 per cent 
during 1985-86 aa against 7 per cent during the previous year. 
The wholesale price index for all commodities increased 
by 5,3 per cent during the year 1986-87. Though this rise in 
prices was shared by all the three major groiQjs viz primary 
articles, fuel, power^ light and lubricants and manufactured 
products, the rise in manufactured product was the highest at 
6.3 per cent and was accounted chiefly by the sharp increase 
in the prices of edible oils owing to domestic shortage in 
production. The rise in the wholesale prices in 1986-87 
was sectional rather than general in character. A few com-
modities such as, edible oils and oilseeds euid fibres, facing 
specific supply shortage were responsible for the price rise. 
At the other end, absolute reduction in the prices of petro-
leum and petrolexim products as well as those of sugar, khand-
sari and gur group helped to contain the inflationary rate. 
Fall in the Agricultural production, due to the failure 
of monsoon, resulted in an inflation rate of 7.5 per cent 
during the 1987-88. However, according to Economic Survey 
1988-89, this was significantly lower than what had been 
expected in view of the severe draught. The prices rose 
sharply during the early period of the year, but later their 
pace slowed down substantially. The wholesale price index 
had recorded an increased of 8.8 per cent between April-October, 
1987. From November, 1987 upto end March 1988 the wholesale 
price index registered an increase of only 1.7 per cent. 
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This significant slow down in the rate of price rise was made 
possible by the coa^rehensive package of demand and supply man-
ageroent policies adopted by the Government which reinforced the 
seasonal tendency of prices to soften from around September. 
Rise in the wholesale price index was not, only because of the 
sharp increase in the agricultural prices, but also because of 
the increase in the prices of manufactured products which went 
up by 6.8 per cent during the year 1987-88. The administered 
prices of some industrial items were increased by the Govern-
ment towards the end of 1987-88. These included coal, steel 
and petrol. The revision in prices of coal and steel was 
made in order to cover the increase in cost of production of 
pxiblic sector units, petrol prices were raised to restrict 
the rate of consuiqption and conserve foreign exchange. The 
issue prices of rice and sugar in the public distribution 
system were also raised consequent to the increase in the 
procurement prices of rice and the statutory minimum prices 
of sugarcane which governs the prices which government pays 
to sugar factories. Monetary authorities did well by check-
ing the increase in money supply during the year 1987-88. 
Money supply, during the year 1987-88 increased by 12.9 per-
cent against an increase of 17.4 per cent during the previous 
year. Had it not been the case, the situation would have been 
more alarming during the year 1987-88. 
The above analysis is confined to the behaviour of the 
general price level against the background of inportant econo-
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mechanics of price inflation we have computed index of consvuner 
prices with the help of the index of money supply and the 
index of real national income. The results are presented 
in Table 3.6. Following assumptions underlie computed index 
of consumer prices as presented in column (4) of the table 
3.6: 
(a) Taking the economy as a whole, index of money supply 
is a reasonably good indicator of aggregate demand 
and the index of real national income is a reasonably 
good indicator of aggregate supply. 
(b) The imbalance of demand (as measured by the index of 
money supply) and supply (as measured by the index 
of real national income) is the main cause of 
inflation. 
(c) It has its impact on prices after a time lag of one 
year or so, 
(d) The ratio of index of money supply to the index of 
real national income for any year can be taken as the 
computed index of prices for the next year. 
The fact that the inflation of prices is caused by 
excessive expansion of monetary demand in relation to the 
available supplies can be seen in a somewhat simplified form 
in the data presented in the lower panel. Thus, during the 
period 1960-61 to 1980-81, money supply increased at the 
annual rate of 10.7 per cent whereas the real national 
income increased at the annual rate of 3.4 per cent. So, 
in terms of our analysis, prices should increase at the 
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ammal rate of 7,1 per cent. This is what the actual figure 
is at 7«2 per cent. Similarly, against the monetary expans-
ions of 14,6 per cent between 1980-81 and 1987-88, the real 
national income increased at the rate of 4.1 per cent, iiqply-
ing an inflation rate of 10.1 per cent against the actual of 
9 per cent per axmxun. This relationship might be distorted 
considerably in the short term. But these short-term distort-
ing factors generally tend to cancel out each other within 
about three to five years. 
Behaviour of Wholesale price index. 
Index of National Income Deflator 
and consumer Price indiSEl 
Table 3.7 gives annual percentage change in the, whole-
sale price index for all commodities, index of national income 
deflator and consumer price index. Consumer price index here 
is the general index of consumer price index for industrial 
workers. The base of all these three indices have been 
shifted so as to have a common base namely 1970-71. This 
has been done so as to make three series comparable. We are 
dealing here with three price indices, because these three 
are generally used for measuring the speed of inflation. 
However, we would like to mention here that each of these 
three indices has its own defects. 
It can be seen from the table 3.7 that the year 1974-75 
had been the year of highest price rise, when the wholesale 
price index increased by 25.2 per cent over the previous year. 
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But the index of national income deflator and consumer price 
index did not show the highest increase in the year 1974-75, 
instead the highest increase by these price indices was regis-
tered during the previous year that is, 1973-74. Further, the 
rise in the consumer price index during the year 1973-74 (27.1%) 
was more than the rise in the wholesale price index during the 
year 1974-75 (25.2%). One important conclusion can be drawn 
from the above analysis, that is, in the year 1973-74 prices 
of consumer goods increased quite rapidly as a result consu-
mer price index shot-v^ but in the next year its effect was 
felt all over the economy and consequent upon the wholesale 
price index went \xp sharply. The year 1975-76 was the only 
year in which prices declined. The wholesale price index 
went down by 1.1 per cent, index of national income deflator 
declined by 5,01 percent and the consumer price index declined 
by 10.90 per cent. The 10.90 per cent fall in the consumer 
price index against a 1.1 per cent fall in the wholesale price 
index reveals that prices of non consumer items did not fall 
much. From 1980-81 prices have increased at a almost cons-
tant rate, this is something revealed by all the three price 
indices. 
If we take the whole period frcnn 1970-71 to 1987-88 and 
cotipare the changes in the three price indices, we find that 
the wholesale price index increased by 405.1 per cent, consu-
mer price index increased by 409.24 per cent and the index of 
national income deflator increased by 394.54 per cent. So the 
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increase In the consumer price index was highest among the 
three price indices but the difference had not been much. 
The average annual increase in the wholesale price index 
during the period 1970-71 to 1980-81, was 10.2 per cent and 
that of in the consvuner price index as well as in the index 
of national income deflator was 9.2 and 8.5 per cent respec-
tively. However, the situation changed during the period 
1980-81 to 1987-88, when both the consumer price index as 
well as the index of national income deflator registered 
the average annual increase which was more than the average 
annual increase in the wholesale price index. The average 
annual percentage increase during the period 1980-81 to 
1987-88 in the wholesale price index, consxaner price index 
and the index of national income deflator had been as 8.1, 
9.20 and 8 . ^ respectively. 
One in5)Ortant point that emerge from the above analysis 
is that there has not been much difference in the rate of 
inflation measured by either of the three price indices. How-
ever, it does not mean that three series are very much simi-
lar, in fact if one go by the annual percentage change, there 
are a lot of differences in the three series. 
Value of Rupee: 
In the age of inflation, people frequently ask: "What is 
the value of rupee today"? Those who ask this question and 
even quite a few economists who try to answer it do not realise 
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Table 3.8 
Value of Rupee : June 1988 
Purchasing Power Loss of value of 
year trial w L k e S ^^P®® ^^P®® ^^ 1988 in the year since the year 
in^^icated^ indicated (%) 
1950 83 11 89 
1955 79 10 90 
1960 100 13 87 
1965 137 18 82 
1970 184 24 76 
1971 190 24 76 
1972 202 26 74 
1973 236 30 70 
1974 304 39 61 
1975 321 41 59 
1976 296 39 61 
1977 321 41 59 
1978 329 42 58 
1979 350 45 55 
1980 390 50 • 50 
1981 441 56 44 
1982 475 61 39 
1983 532 68 32 
1984 576 74 26 
1985 608 78 22 
1986 661 85 15 
1987 719 92 8 
1988 (Jun) 782 100 Nil 
Source; 'Basic Statistics Relating to the Indian 
Economy*, Published by CMIE, Bombay, Vol,I, 
August, 1988. 
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that there can not be a single answer to this question. To 
get a sensible answer one has to rephrase the question in the 
following manner. "What is the real value of r\^ee today^ if 
ve take the real value.of rupee in year so and so as equal to 
100 Paise"? Then of course* the answer to this question de-
pends on the particular year selected as the base for this 
coinparision. There would be as many answer as the years 
taken for con^arision, although each figure would give 
only the value of rv^ee today. Table 3,8 gives such values 
with each of the year as base. Thus, if we tedce the year 
1950 as the base of con^arision* we find that between that 
year and June 1988, the index of cost of living increased 
nine-fold frc^ 83 to 782. This means that one can buy today 
for 100 paise the same quantity of real goods and services 
which one could have bought for only 11 paise in 1950. So, 
in terms of the 1950 purchasing power of r\;qpee, the value 
of one rtqpee in June 1988 was 11 paise. This is shown in 
column (3) against the year 1950. Correspondingly, the loss 
of value of riipee was 89 per cent. Likewise, if we take the 
year 1970 as base for con^parison, we find that what we could 
have purchased on June 1988 for 100 paise, the same could 
have been purchased for only 24 paise in 1970. So the loss 
of value of rx^ee was 76 per cent from 1970 to 1988. 
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Trends in General and sectional Prices; 
In order to find out the trends in general and sectional 
prices as well as to work out the speed of inflation^ we have 
fitted the following equation to the data of different price 
indices. 
Y a a (1 + r)^ 
By fitting the above equation, we have estimated the 
annual co^ound growth rate of different price indices, which 
will help us to know the speed at which different price indices 
had moved and will also help in comparing the rate of change 
of different price indices. 
W© can calculate the con?>ound growth rate of a price 
index with the help of Just two years price index namely the 
initial year and the final year. But it is not a good technique 
for the price index of intermediate years are completely ignor-
ed here* So, in order to get rid of this problem we have used 
regression for estimating the annual confound growth rate of 
different price indices. However, we would like to mention 
here that initially, we fitted a linear equation to the data 
2 
But the R turned out be low as a result ve abandoned the 
idea of fitting a linear equation to the data and used a 
non-linear equation, which gives us cosapoand growth rate. 
Regression results show that R^ is quite high for all the 
price Indices except for the price index of minerals. High 
2 R means that choosen form of the equation is all right. 
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2 Howevez« low R for the price Index of minerals is basically 
because violent fluctuations has taken place in its price 
index 
For measuring the rate of inflation* generally three 
price indices are used namely* wholesale price index for all 
conmodities* Index of National income deflator and consumer 
price index. But as pointed out in chapter II each of these 
three price indices suffer from one defect or the other. So, 
instead of going to measiire the rate of inflation frcm any of 
these three price indices, we have used all these three price 
indices for measuring the rate of inflation. The consiuner 
price index used here is the general index of the consumer 
price index for industrial workers. 
Regression results reveal that there had not been much 
difference in the annual conqpound growth rate of the whole-
sale price index* index of national income deflator and con-
siimer price index from 1970-71 to 1987-88. The consianer 
price index registered highest annual compound growth rate 
of 8.9 percent. But the wholesale price index as well as 
the index of national income deflator did not lag behind as 
they have registered an annual coiqpound growth rate of 8.6 
and 8.8 per cent respectively. So the difference in the 
rate of inflation measured from these three price indices 
is not very significant. Further* the approximately 9 per-
cent rate of inflation is a very high rate of Inflation for 
an underdeveloped country like India. 
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One liBportant feature of the inflation dxizlng seventies 
has been« a rapid increase in the prices of manufactured pro-
ducts^ minerals and Fual« power light and lubricants, prices 
of food articles as well as non-food articles have not incre-
ased as r^idly. Though, the price index of primary articles 
registered an annual conqpound growth rate of 8*3 per cent which 
is marginally higher than 8.1 per cent annual compound growth 
rate of the price index of manufactured products, the increase 
is mainly because of minerals, price index of which grew at 
annual conpound growth rate of 14.6 per cent. Price index 
of food grains increased at an annual cc»qpound growth rate 
of 6.9 per cent which is lower than the annual compound 
growth rate of 7.9 and 7.8 per cent registered by food and non-
food articles respectively. 
For knowing the relative price of agricultural products 
and manufactured products, we have calculated the ratio of 
the price index of manufactured products to the price index 
of agricultural products. The results are presented in Table 
3.9. A look at the table reveal that the ratio has been 
favourable to the price index of manufactured products. This 
is because prices of manufactured products, coiqpared agricul-
tural products, has increased r^idly since 1970-71. But 
before 1970-71 it was other way round. One reason of it may 
be that before 1970-71 highly price rising articles like 
sugar, gur and khandsari and edible oils etc. were included 
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these items have been included in the list of manufactured 
articles. Thus, these items are responsible to a large ex-
tent for increasing the prices of manufactixred articles com-
paratively at a high rate since 1970-71. 
Contribution of Sectional price 
Changes to Overall price Changes: 
Sinqple analysis of the movement of prices of the grov^ 
of commodities do not give any idea regarding the contribut-
ion of different items included in the group. Moreover, 
changes in the general price index are the net result of 
movement in individual prices. So, the analysis of relative 
contribution of different items included in the price index 
of the group is very important especially from the point of 
view of designing the price policy as it enables to identify 
the commodities responsible for the sharp changes in the price 
index of the group. 
Further, the hypothesis of agricultviral prices being 
the price settor have been advanced by a mmbet of researchers 
and many of them have also specified the food grains prices or 
even, gone further, cereals prices as the price settor of the 
economy. Towards an examination of this widely held view, 
the contribution of each conponent of agricultural prices 
to the relevant commodity grot^ or s\ib-gro\q> price indices 
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Table 3.11 
percentage Contribution of Agricultural Commo-
dities and Mineral Price Changes to Overall 
Primary Articles Price Change 
(Base J 1970-71 « 100) 
Year Agricultural Commodities Minerals 
primary 
Articles 
Weight 40.42 1.25 41.67 
1971-72 48.7 51.3 100.00 1972-73 97.2 2.8 100.00 1973-74 90.3 9.7 100.00 1974-75 83.6 16.6 100.00 1975-76 104.2 - 4.2 100.00 1976-77 92.5 7.5 100.00 1977-78 94.9 5.1 100.00 1978-79 117.1 -17.1 100.00 
1979-80 64.7 35.3 100,00 
1980-81 68.1 31.9 100.00 1981-82 93.5 6.5 100.00 
1982-83 119.9 -19.9 100.00 
1983-84 111.1 -11.1 100.00 
1984-85 96.8 3.2 100.00 
1985-86 93.1 6.9 100.00 1986-87 114.0 -14.0 100.00 












percentage Contribution of Food Atticles and Non-
Pood Articles Price Changes to Agricultural 
Commodities Price Changes 
(Base t 1970-71-100) 
Year Food-Articles Non-food Articles 
Agricultural 
Commodities 
Weight 29.80 10.62 40.42 
1971-72 179.46 -79.46 100 
1972-73 76.54 23.46 100 
1973-74 64.45 35.55 100 
1974-75 85.05 14.95 100 
1975-76 48.66 51.34 100 
1976-77 -265.40 365.40 
1977-78 37.41 62.59 100 
1978-79 30.57 69.43 100 
1979-80 63.83 36.17 100 
1980-81 73.13 26.87 100 
1981-82 77.33 22.67 100 
1982-83 90.99 9.01 100 
1983-84 71.65 28.35 100 
1984-85 52.79 47.21 100 
1985-86 236.20 -136.20 100 
1986-87 75.53 24.47 100 










Source; Mean/ S.D. and C.V. have been calculated after 
excluding the exceptional years, 1971-72, 
1975-76 and 1985-86. 
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Table 3.13 
percentage Contribution of Foodgrains and Non-Food-
Graips Price Changes to Food Articles price 
Changes 
(Base : 1970-71 = 100) 
Year Food Articles Non-food Articles 
Agricultural 
Coromodities 
Weight 12.92 16.88 29.80 
1971-72 134.0 -34.0 100 
1972-73 67.0 33.0 100 
1973-74 35.7 64.3 100 
1974-75 63.4 36.6 100 
1975-76 98.2 1.8 100 
1976-77 104.6 - 4.6 100 
1977-78 42.6 57.4 100 
1978-79 -80.5 180.5 100 
1979-80 39.1 60.9 100 
1980-81 63.4 36.9 100 
1981-82 31.8 68.2 100 
1982-83 33.6 66.4 100 
1983-84 32.73 67.27 100 
1984-85 7.28 92.72 100 
1985-86 41.89 58.13 100 
1986-87 5.78 94.22 100 
1987-88 50.50 49.50 100 
Mean 43.78 56.22 
S.D. 23.22 23.23 
C.V. 53.00 41.32 
Source : Mean, S.D. and C,V, have been computed after 
excluding the exceptional years 1971-72, 
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Table 3.10 shows the percentage contribution of secto-
ral price changes to the changes in general price index. 
Average contribution of the prices of manufactured products 
to the change in general price index, is highest. But it 
does not mean that the average contribution of primary 
aorticles as well as fuel^ power light and lubricants, is 
insignificant. In fact prices of primary articles have subs-
tantial contribution, though it is less than the contribution 
of the prices of manufactured products. However, the average 
contribution of fuel, power light and lubricants is quite 
small, inspite of the fact that its price index has risen 
sharply compared to than that of the manufactured products 
and primary articles. 
Actually regression coefficient singly denotes the rate 
of increase in the prices and does not have any concern with 
weight of the coimnodity or grov;qp/s\ib-group. While under con-
tribution of the change in the prices of a particular commo-
dity to the change in the prices of groi^ or sub-gro\ip con-
cerned word change is associated both with ups and downs in 
the prices and with weights provided to them. Thus, there 
is no relation between the rate of increase and the contribut-
ion of the cheinge in the prices of a particular coinnodity to 
the prices of a particular group/sob-grox;^. Therefore, it 
is possible that the commodity or grovqp/s\ib-gro\^ which 
contains the maximum rate of increase may have the minimvun 
contribution to a particular group's prices. That's why 
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fuel, power light and lubricants has the maximum rate of 
Increase in prices but also has the minlm\ua contribution to 
overall prices. 
we have also confuted the coefficient of variation of 
the contribution of sectoral price changes to the rise in 
general price index. Our finding is that the contribution of 
fuel, power light and lubricants has the maximxun fluctuation 
and the contribution of manufactured products has the mini-
mum fluctuation.in the group. So, the prices of fuel, power 
light and lubricants heis the smallest contribution to the 
change in general price index and the contribution has the 
highest fluctuation in the group compared to this the contri-
bution of the prices of manufactured product is quite high 
and possess a relatively high degree of stability. 
Rise in the prices of primary articles is mainly because 
of the increase in the prices of agricultural commodities but 
the fluctuations in the prices of primary articles is mainly 
because of the prices of minerals. This is quite evident 
from the Table 3.11 which shows the percentage contribution 
of agricultural commodities and minerals price changes to 
overall primsiry articles price changes. The average contri-
bution of agricultural commodities price changes to the changes 
in the prices of primary articles is 94.70 per cent. Against 
this the contribution of the price of minerals is 5.30 per-
cent. This is inspite of the fact that prices of minerals 
have increased at a very high rate. But, since its weight 
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is 1,25 per cent compared to 40.42 per cent that of agricultu-
ral commodities, its contribution to the rise in the prices of 
primary articles is qviite low. The fluctuations in the prices 
of primary articles is largely because of the prices of mix>e-
rals as the coefficient of variation of the contribution of 
minerals is 366.41 against 20.50 of the agricultxiral products. 
However, one can say here that since the weight of minerals is 
very small it would not have contributed much to the fluctuat-
ion of the prices of primary articles. But one should also 
not ignore the fact that the coefficient of variation of the 
contribution of agricultural cooonodities price changes to the 
changes in the prices of primary articles, is insignificant 
compared to than that of the prices of minerals. 
In order to know the contribution of different constitu-
ent group of commodities to the rise in the agricultural com-
modities prices, we have c(^iputed the percentage contribution 
of food articles as well as non-food articles price changes to 
agricultural commodities price changes. The results are pre-
sented in Table 3.12. Average contribution of food articles 
is quite high compared to than that o£ non-food articles. 
But the coefficient of variation of the contribution of 
non-food articles to the changes in the prices of agricultural 
commodities is higher than that of food articles. So food 
articles have contributed relatively more consistently to the 
agricultural commodities price changes. 
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we have also confuted the contribution of food.gxains 
and non-£oodgrains price changes to the food articles price 
changes. The results are presented in table 3.13. A look at 
the table reveal an interesting fact that before the year 
1977-78 the contribution of foodgrains price changes to 
food articles price changes has consistently been higher 
than that of non-foodgrains. But after the year 1977-78 it 
had been other way round. However, overall find that the 
average contribution of non-foodgrains is higher than that 
of foodgrains. The contribution of the non-foodgrains price 
changes to the food articles price changes had been more 
stable conpared to than that of foodgrains. 
Table 3.14 shows the contribution of cereals and pulses 
price changes to the foodgrains price changes. It is inte-
resting to note that inspite of the fact that weight of pulses 
is so small as 2.18 per cent ccmpared to 19.74 per cent that 
of cereals, the average contribution of pulses price dianges 
to the foodgrains price changes is 30.56 per cent. This 
clearly speak of the rapid increase in the prices of pulses. 
But this increase has not been consistent as a result the 
coefficient of variation of the contribution of pulses price 
changes to the foodgrains price changes is very high conpared 
to than that of cereals. 
caifipter IV 
ANALYSIS OF INFLATION IN INDIA 
It is quite clear fran our survey of the theories of 
inflation and studies conducted regarding inflation in India* 
that, there is diversity in approach to the study of inflat-
ion. "A never ending and seemingly self-sustaining stream of 
econometric analysis of inflationary rise in prices pertain-
ing to the post-war period for a number of countries has 
heen taking place".^ In India the attention of the econo-
mists was drawn to the analysis of price movements as early 
as the post-second world war inflationary rise in prices, 
later during the Korean war boom and since the beginning of 
the second five-year plan. The diagnosis of inflation dur-
ing the earlier period largely consisted of excess demand 
and/or money sv^ply increases as a result of large doses of 
deficit financing. 
The inflation dviring 1970s promoted two publications, 
one by the Institute of Economic Growth economists led by 
V.K.R.V. Rao and the other by a large nvunber of economists 
from different universities and Institutes at the initiative 
taken by Vakil and p.R. Brahmananda. Economists associated 
1. John Burton, Wage Inflation, Mac millan, London, 1972, p.31> 
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with the Institute of Economic Growth put the blame for infla-
tion on "rise in pxiblic expendit\ire with a resulting expansion 
in money supply, wrong mix of anti-inflation policies, econo-
mically ill - conceived controls and black money leading to a 
2 3 parallel economy". The approach of economists led by Vakil 
and Brahmananda is similar to that of the economists associa-
ted with the Institute of Economic Growth. They also blamed 
the imbalance between growth of money sx:^ ply and sv^ply of 
basic consunption goods and related necessaries for inflation. 
They wanted a •'Parity between money s\;qpply and maximum short-
period feasible rate of expansion in the index of basic con-
svmqption necessities'*. Both, the economists of the institute 
of Economic Growth and economists led by Vakik and Brahmananda 
agreed with the view that the "battle against inflation has to 
be fought on twin fronts of a sharp reduction in the rate of 
growth of money sx;^ ply and of a sharp rise in the rate of 
growth of supply of basic consximption goods mostly agriculture, 
4 derived under current Indian Conditions*. 
2. V.K.R.V. Rao, "Inflation and India's Economic Crisis", 
VikAs Publishing House, Delhi, 1973. 
3. Economists memorandum on a policy to contain inflation 
submitted by 140 Economists to the prime Minister on 23.2 
1974 and Semibombla (Scheme of the Economists for Monetary 
Immobilisation through Bond Medallions and Blocked Assests), 
sxibmitted to the prime Minister on 14.5,1974 both published 
by vora & Co, Bombay. 
4. Memorandum on a policy to contain Inflation op.dt., p.4. 
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Both the above mentioned ^pzoaches besides diagnosing 
Indian inflation in terms of monetarist and demand>pull fac-
tors, pointed to institutional factors peculiar to the Indian 
Economy. But still we feel that institutional factors did 
not get adequate attention. It is not adequate to seek for 
a monetarist demand-pull explanation of the phenomenon of 
rising prices in terms of econcxnic aggregates like money supply 
etc. The socio-cultxiral and institutional factors including 
the plethora of physical and price controls introduced by 
the Government from time to time are such that any naive 
^plication of monetary approach as such to price situation 
would not only be in^propriate but is also misleading and 
may lead to incorrect policy formulation. Neither diagnosis 
making use of the demand - pull doctrine nor the corrective 
measures suggested on the basis of it would adequately serve 
the purpose of insui^ satisfactory growth rate with price 
stability. No macro-economic model of price behaviour 
hitherto built is amendable to modification to allow for 
institutional factors and structural rigidities obtaining 
in India. This is the reason why an attenqpt is made to fill 
in this lacuna. The best that an investigator interested in 
studying the behaviour of general price level can do by way 
of filling this lacuna is to identify the institutional and 
structural factors and search for their enpirical counter-
parts to enrich the statistical analysis of price trends. 
Such an attempt is made in this chapter. 
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Broadly the existing institutional factors can be divi-
ded into two groups viz. Domestic and International. 
international Factorst 
Deficit in balance of payment^ sluggishness of export, 
low income elasticity of demand for export, uncertainty of 
import of goods as well as coital are precisely s<»ne of the 
« 
it^ortant factors responsible for inflation on international 
side. 
The inpact of Inflationary rise in prices originated in 
some countries to get transmitted to other countries can not 
be undec-rated. For exanple, the balance of payments prob-
lems arising out of the insufficiency of export receipts to 
finance inports and over-valuation of the domestic currency 
in relation to foreign currencies led to the devaluation of 
ri:5>ee in 1966 with attendant consequences of which one was 
rise in domestic prices. The international oil crisis and 
the rise in the price of crude oil (in the second half of 
1973) has also contributed to the increase in costs and 
price hikes. 
Domestic Factors; 
The domestic factors of a structural type has been very 
well summarised in the following paragraph. 
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An economy ridden^ with scarcities of various kinds 
with consequent sellers market conditions, plethora of 
controls not always rationally contrived and mostly (itera-
ted by corr\:5)t and inefficient bvireaucracy lending strength 
to the operators in the parallel economy, ineffective insti-
tutional reforms, some unscrupulous pressure groups who are 
bent on having their demands met at any cost to the economy, 
the indulgence of the so-called neo-capitalist class in cons-
picuous consunption, the structural Imbalances among different 
sectors partly resulting from the very plan strategy, and on 
top of all these, low level of business morality with a guest 
on the part of the businessmen for making quick gains - these 
factors cannot be ignored in any study purported to diagnose 
inflationary price trends effectively,^ 
In studying inflationary price trends in economies like 
India, if the analyst stops with the explanation of the price 
behaviour in terms of proximate causes such as momey sv^ply 
changes, excess demand and real output changes, such expla-
nations will not only be inadequate for diagnosis of the 
economic ills but also may lead to sinplistic policy 
formulation* 
Instead of stopping with surface level analysis, one 
should seek to identify and examine the underlying structu-
ral factors. In the light of the results of such an effort 
5, Ranganadhachary, A.V., "inflation in India", Arthasasthra 
Vigjnan Kendra, Madras, 1981, p,73. 
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attenpts should be made to manipulate these underlying 
Institutional and structural factors to tacl^e the problem 
of Inflation in the long-term perspective. The very plan 
~ ~ — — — > — 
strategy with inadequate attention being paid to the object 
of monetary stability resulted in a paticular type of trends 
in the structure of domestic output and foreign trade with 
considerable inflationary potential, when such is the 
case^ mere manipulation of money supply or steps to reduce 
effective demand can not be expected to make any dent on 
the problem of inflationary rise in prices. Instead of 
inproving the price situation, such policies may adversely 
affect the very process of economic development. 
On the basis of structuralist factors^ it is possible 
3sit a set of hypothesis abou' 
accoapanies economic development*^ 
to pos t inflationary process which 
6 
Hypothesis of Agricultural Bottleneck Or Sectoral Imbalance: 
This is one of the most repeated ideas in the structu-
ralist thesis. This hypothesis may be taken to iii5)ly two or 
three mechanism of price rise. One mechanism traces price 
rise to be triggered by the scarcity of food relative to 
growing demand tor it. population growth, urbanization and 
6. The account following draws heavily from victor orgy: 
"Structural inflation in Developing Country", Oxford 
Economic Papers, vol. 22, 1970, pp.73-84. 
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creation of income during the process of industrialization 
cc»nbine to make enormous demands on food. For a nxunber of 
reasons (the bottlenecks in agricultural production) the 
agricultural sector will not respond adequately to these 
demands. Hence an excess demand develops for domestic food 
production. 
At the earlier stages of development both the proport-
ion of consumer's real income spent on food and inccxoe elas-
ticity of demand for food are high. Therefore^ if food svqp-
ply per capita does not increase at a rate cqppropriate to 
the increase in real income per c^ita and the income elas-
ticity of demand for food, there would be an vqpward pressvire 
on food prices representing a-demand - pull inflation. Once 
food prices are up, it would lead to demand for rise in wage 
rates resulting in a conq;>ounding of the original demand infla-
tion with secondary cost-push type of Inflation, thiis generat-
ing the phenomenon of price-wage spiral in the economy. 
A broader nechanism than the above is set in terms of 
sectoral imbalances particularly between agriculture and 
manufacturing. Sxxppoae a predominantly agricultural country 
launches a bold plan for economic development with major enpha-
sis on industrialization. The development of ceqpital goods 
- sector is an integral part of such an effort. The latter 
in^lies e good deal of investment in industrial sector with 
long-gestation periods. Income would be created ahead of 
output. The first impact of the new demand would be on food 
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articles, and their prices will tend to rise. Agriculture 
supplies not only food but also a substantial part of the 
raw materials required by the manufactxuclng sectors. During 
periods of rapid Industrialization shortages of both food-
grains and lnd\2strlal raw materials arise, if agricutlure 
falls to provide them in adeq^uate quantities. Then, both 
the foodgralns sector and non-foodgrains sector are equally 
capable of v^setting the price stability if the rates of 
growth in these two sectors are not in appropriate relation-
ship with the manufactviring sector's growth. 
A third mechanism can also be conceived in terns of 
inadequate infrastructural facilities contributing to inqper-
fect factor mobility. 
The Demand-Shift Hypothesis; 
According to this hypothesis, shifts in the composition 
of demand, as distinct from generalised excess demand, will 
result in inflationary rise in prices. This hypothesis is 
claimed to have a particular reference to developing economics 
for a number of reasons. First, developing countries tend to 
eoqphasize industrialization and it not only directly changes 
the output mix but also indirectly contributes to demand 
shifts by bringing about changes in tastes and distribution 
of incomes. Second, to the extent that developing countries 
hedge against longterm declines in the performance of their 
e3Q>orts of primary products, change in the ccw5>osltion of 
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production will become inevitable. The con^position of out-
put would be biased in favour of iiqport 8\ibstitute products, 
iwport substitution being a high cost process at least in 
the early stages. Third, to the extent, resources are less 
mobile in developing than in developed countries, a given 
change in the output mix is likely to require a high rate 
of inflation. 
Export InstabilityHypothesis: 
According to this hypothesis, fluctuations in export 
receipts will tend to creat a long-term upward movement in 
the price level. ^  This argument is taken to iaply that the 
rate of inflation is a positive function of the degree of 
export variability. In a cross - country study the hypothe-
sis that the countries whose exports fluctuate to a greater 
extent would experience higher rates of inflation. The 
interpretation of the hypothesis is not however clear in 
the case of a country over a period of time. Further, the 
theoretical mechanism underlying the hypothesis is also 
not clear. But a few possibilities may be mentioned. First, 
when receipts rise, demand-pull inflation will insue. But 
when receipts fall, prices nay fall in case wages are rigid 
in dc^raward direction and government svqpports aggregate de-
mand. second, when export receipts rise, wages in the esqport 
sector tend to rise, the effects of which will be spread to 
7 A.I. MacBean, "Export Instability and Economic Development", 
Harvard, 1966, pp. 116-117. 
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other sectors. But agaJLn^  wages are inflexible downwardly 
when receipts fall. Third, Government will increase its 
expenditure when receipts rise but will not reduce when 
receipts fall. Fourth* the marginal propensity to spend 
by the rural sector tend to be higher for increases than for 
decreases in their Incomes. Flfth« when receipts rise, there 
may be a tendency for imports to rise. But when receipts 
fall* iiqports may be restricted as a consequence of which 
prices tend to rise. Sixth* In the periods of falling receipts, 
when real income in the community falls* an inflationary spiral 
may develop with different income groups trying to bold their 
real income levels. 
Foreign Exchange Shortage Hypothesis: 
The developing co\intries run over the long-run into 
balance of payments difficulties because of low income elas. 
tlcity of demand for their exports. This situation may lead 
to two types of adjustments which provoke inflatlonaty pres-
sures. First* liqports may be constrained by duties* direct 
controls or devaluation. These constraints will tend to 
raise the price level. Second* if the country tried iiqport-
substltution it will lead to demand shifts which accentuate 
the inflationary pressxires. 
The lioplication of the above thesis is that a long term 
deterioration in external payments position is more inflatio-
nary than a long-term improvement* presumably* the explanation 
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here is that long-term in5>rovement tends to exert a demand-
pull inflation which is controllable whereas a long-term 
decline will exert a cost-push inflation which is harder to 
avoid, if output is to be maintained. 
AS can easily be seen many of the questions surrounding 
the structuralist thesis are ertpicical in nattxre and the mech-
anism underlying each hypothesis can be gauged only on the 
basis of statistical analysis, explicit attention being paid 
to the relevant econoniic and institutional factors peculiar 
to the econcMny in question. Keeping this in mind we wish to 
analyse the structural changes that have taken place in the 
Indian Economy during the period under study which have a 
o 
bearing on the price level. Once they are identified it 
will be possible to include them in the statistical analysis 
if en^irical counterparts to them can be defined. 
Structural Changes in Indian Economy: 
At the outset we would like to mention that we will be 
dealing here with the following structtiral changes: 
i) Changes in the composition of domestic output 
ii) Changes in the foreign trade structure. 
8. S. Ghosh, Structural Changes in the Indian Economy, world 
Press (p) Ltd., Calcutta, 1969. 
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composition of Domestic Output; 
It is generally accepted that one of the structxixal 
changes that occxir in the course of econooiic development is 
a progressive shift of labour from agriculture and allied 
activities to secondary and tertiary sectors. Studies based 
on historical data for the present day developed economies 
9 have amply demonstrated this Fisher-Clark thesis. 
During the colonial period in India* Indian economy 
was characterized by a large and primitive agricultural sec-
tor, predcxninantly organized on svibsistence lines and a small 
manufacturing sector with considerable foreign trade orienta-
tion and excessive localisation in port cities. This small 
manufacturing sector was lopsided with very little product-
ion of producer and capital goods, the dependence on inqports 
for the latter being considerable. This was the legacy from 
which sustained efforts have been made in the post indepen-
dence period to achieve alround development of the Indian 
economy. In appraising the trends presented below. One 
has to k e ^ in mind some of the above historical forces 
at work, both as constraints on the development initiated 
in the post-independence period and as constituting the pro-
pagating factors behind attenpts to achieve accelerated social 
and economic changes. 
9. Simon Kuznets, Modern Economic Growth, Yale University 
press, 1966, pp, 86-158. 
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Table 4.1 gives the structure of India's domestic 
production in terras of percentage shares of different sec-
tors and sub-sectors in the Net Doraastic product during the 
period 1950-51 through 1987-88- The table clearly shows 
that considerable changes in the sectoral conposition of 
output have taken place during the three decades and odd 
for which data are available. The share of agriculture and 
allied activities recorded a considerable decrease from 60.53 
per cent in 1950-51 to 32.56 per cent in 1987-88. The rcupi-
dity of change is especially noticeable during the decade of 
1970-71 to 1980-81. 
Mining and manufacture sector recorded significant 
increase from 15.28 per cent in 1950-51 to 28.57 per cent in 
1987-88. Transport^ coratnunitation and trade recorded marginal 
increase from 11.63 per cent in 1950-51 to 17.90 per cent in 
1987-88. This is of course a marginal change cooopared to the 
change recorded by agriculture and manufacturing sector. One 
thing is quite clear from the table that only the share of 
agriculture and allied sector has gone down and share of 
all other sectors have gone np. If we talk in terms of 
commodity and non-ccnunodity sector, the Table shows that 
share of commodity sector in Net Domestic Product declined 
from 75.81 per cent in 1950-51 to 61.13 per cent in 1987-88 
and the share of non-commodity sector increased from 24.19 
per cent in 1950-51 to 38.87 per cent in 1987-88. 
The trends clearly indicate the built in nature of 
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changes, it is possible to have a closer look at the rela-
tive growth rates of conponents in NEP by focussing on the 
trends in components of each of the major sectors. 
Table 4,2 gives trends in foodgrains and non-foodgrains 
production. The Table enables us to covapaxe the relative move-
ments in the two major con^onents of total agricult\iral produc-
tion. Usually; it is expected that as development proceeds, 
the C0ii5)0siti0n of agricultural output also change, the non-
foodgrains output growing at a higher rate than the foodgrains 
output. Thds is to be explained in the usual evolutionary 
process of development in terms of essentially two factors. 
One is the growth in demand for non-foodgrains output as a 
result of growth in manufacturing sector whose raw material 
requirements from agricultural sector will be increasing. The 
second and a closely related one is the movements in foodgrains 
prices relative to non-foodgrains prices. But when the pace of 
development is forced, if the structxiral change in agricultural 
sector which acccwpanies over all development process is to 
proceed without price instability, the growth in foodgrains 
pcoduction should be commensurate with the growth in demand 
for food. The growth in demand for foodgrains depends xipon 
the growth of population, income elasticity of demand for 
foodgrains and rate of growth of income. Given the income 
elasticity and growth of population, higher the income growth 
rate, higher would be the demand for foodgrains. Given the 
rate of growth of income generated in the non-agricultural 
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sector, the relative rates of growth of the foodgrains and 
non-foodgrains sectors of agriculture govern the food prices 
and hence the general price level. To throw light on this, 
the Table 4.2 gives the trends in the indices of foodgrains 
and non-foodgrains output and the foodgrains index relative 
to non-foodgrains index. Although one finds considerable 
fluctuations in the ratio of foodgrains to non-foodgrains 
output, the trend clearly shows that growth in agriculture 
during the period is biased in favour of non-foodgrains out-
put. This contains the inflationary potential to some extent. 
In India, it is generally observed that the rate of in-
crease in demand for industrial products is not matched by 
the rate of increase in supply. The non-response of supply 
may be explained partly by the gap between capacity utilisa-
tion. As the investment tempo increase, the creation of 
edacity also goes on increasing simultaneously, while 
capacity utilisation is haiipered the lack of raw materials 
maintenance inserts and sometimes power or certain technologi-
cal factors. The presence of considerable unutilised capacity 
in such an econcxny may be largely responsible for barring the 
decline in costs and inprovement in productivity. It may be 
noted further that from the point of view of impact of indus-
trial production on prices what is iuportant is not merely 
the rate of increase in overall production but the relative 
growth of the ccMi^ jonents of the industrial output. If, for 





C O •H •P O 3 








Xi 0) % 
Xi 
0) (0 
14 0) w CO o o o o o o o VO o o 
i i j o r^  i-H o o CO o ^ o\ a\ P 0 t • t • • • * • t • • M 0 rH H ^  CM o ro CO O ^ ro G 0* m invo CO o o H m m v£) 
0 H H H fH H rH O 
•U 
•H « T) « m OO O O OO O n O O to r- n o H ro in o a> 
P 0 • • • • w o o r- CO o '!i< (N in rH PH H 0) (D 01 <N» ^J* vo 00 O O rsj CM m 00 w F-4 H H H fi M C 
H (0 
0 
W <0 '0 > 0 o 0 % o 0> s H O OO OO o o CO o o 0) H r- vo vo o vo m 00 ON vo t^  0 U fl • « • « c -p m 00 o in ro iH ro ON 10 o •H H CM in o o o CO H o H c r^  H >H H H H CM CM •H 
OS ly H o '0 
• • c (0 (U m 1 
to (0 0 (D c T) p C CO OO O o o o O ro O O M H W CSI 00 H O O CO iD CM VO <H M 0) « • • * • • • * • • • 0 -H M in in o << t^  00 (O ro U •H M ro ^ t^  O O'<1' 00 ro H in 
in -p H H H H CM CM c «o 0 m 
tl 0 w 0< 1 -p •P 0 K m 3 O O O o O OO o O o o P O 00 <N IH o CO VO O eg CM 1 C M • • • • •H Q o HO\ in o't 04 o r-4 VO • o ^ m 00 o O ro vo o 00 o H rS H H H H H H H CM * H <d 0) 
• M 06 
P 




ro m 00 ro v£> o 00 M CO o ON t • • • • rH ro iH O o ro H CM CO o H 
§ o CD in ro o • to (N r- O o Si P a\ • • • • • H m o H o n 0 w <>3 ro H <M n o (0 H H X < m 
V 
UiJO rS VO 00 m o a vO H r- 00 CM o 0 H ON * • • • • •H f-4 in H m o M c M rH CM ro o 10 •H H ?> 
m » a VD ro H o\ i> O 0) :3 c in CO in ro O 0 P 0 • • • • • c U -H H ro CO o (0 O -P CM CM o c 0 rH •H U 3 CM 0 Tj •o p •d (0 M c S ft a 
• • • • >iH • • * • s ^ (0 « • • t 0 •H c (0 M 9> Q) -P u •H to u 
U 3 P u 0) C 3 H CO c 0) 0 C •H H U w n 
i) IW n •H li O <u 0 •H -d •P Q> M B W CD •P •H P a: 
ja 04 CO ti CP W a 1 •H D T3 T) •H (U « a 0 • ac O (1) •H 0 • H •H 0) • 
cH M (0 no CQ 'd 0) 0 • O W 0 4J 0 a 0 10 '2 01 •H c '0 U H .H Q) •• <0 B c 0 u 3 0 •H •H <V w n a •P c (0 c 0 0 CQ u H u CO 
100 
of basic and heavy industries, it shall certainly pave the 
way for rapid development in futxire, but there is bound to 
be a considerable amount of conflict between the claims of 
development and rival claims for stability in the early 
period. 
The changes in industrial output during the planning 
period are shown in Table 4.3^ which indicates that the in-
dustrial production recorded a constantly i:^ ward trend. The 
annual rate of increase also rose steadily during the plan-
ning period. It may be seen^  however, that the production of 
non-consumer goods i.e. basic and coital goods and interme-
diate goods increased at a much higher rate than the produc-
tion of consumer goods. The flow of goods available for 
intermediate consunption, consequemtly, increased at a much 
lower rate and the steady rise in the overall production 
could not, therefore, have a wide in5>act oij. the essential 
items of mass consunption. 
The shares of industr^s by four major groups, namely 
consumer goods industries, basic industries and capital goods 
Ir^ 
industries in the value added by the manufacturing sector are 
available in the form of weights calculated by C.SO. on the 
basis of the data of Annual survey of industries for four 
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The table shows that the weights of consximer goods, in-
dustries underwent a decline from 48 % in 1956 to 30.46 % in 
1980. The weight of intermediate goods declined from 24,59% 
to 21.33 % while the weights of basic and capital goods indus-
tries which were 23.33 % and 4.71 % respectively in 1956 inc-
reased to 33,23 % and 14.98 % respectively in 1980. 
In 1946 when the first census of manufacturing industry 
was undertaken, the structure of the industry was heavily bi-
ased towards consumer goods; important among them were textiles, 
sugar and vegetable oils. The shares of textiles, both cotton 
and jute, alone was as high as 64 per cent in the total value 
added by industries. On the other hand, there were few basic 
and capital goods industries of ia:5)ortance in the country. 
They were iron and steel, general engineering, chemicals, 
aluminium and cement industries. Their shares in value 
added were 7.58 5.36 3.28 %, 2,26% and 0.71 per cent 
respectively. Their combined share did not exceed 20 per-
cent. By 1985-86 the structure of industries has undergone 
a radical change in favour of basic and capital goods indus-
tries as can be seen from the table 4.5. 
From the above account emerges the conclusion that 
rapid rate of industrialization relative to agricultural 
development coupled with significant changes in the composi-
tion of both agricultural and manufacturing output, more in 
favour of non-consunption goods output constitute an iapor-
tant structuralist element inqpinging upto the domestic price 
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level. NOW, we turn to the nature and trends in foreign 
trade sector of the economy. 
changes in the foreign trade structurei 
In analysing the nature and structure of India's foreign 
trade in the post-independence period, one has to keep in mind 
the basic objectives that governed the foreign trade policies 
pursued by the government during the period, progressive im-
port sxibstitution and promotion of diversified export sector 
constituted the major broad objectives in the area of policy. 
It is also necessary to recall in this connection the inter-
national factors discussed above. The inelasticity of India's 
exports coupled with the fluctuating terms of trade made its 
export earnings inadequate and undependable. The uncertanty 
as to the magnitude and timing of capital inflows has further 
added to our difficulties in financing inports. Consequently, 
we have been conpelled to resort to costly and in certain cases 
irrational import substitution which is one of the major factors 
to reckon with in explaining price trends. In what follows we 
refer to major structural changes associated with the foreign 
trade sector. 
In the studies on Indian inflation, attention is seldom 
paid to the influence of foreign trade sector on the domestic 
price trends. (In some studies e^licit reference is made only 
to trends in inport prices and the effect on price level of 
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into account the influence of foreign trade variables is per-
hc^s the small size of the foreign trade sector. The infor-
mation relating to the size of the foreign sector is given 
in Table 4.6. 
In the year 1987-88/ Imports constituted 7.0 per cent 
of G.N.p. and Exports constituted about 5.0 per cent. The 
trade deficit as percentage of GNP was 2.1 in 1987-88. So 
the data reveal the small size of foreign trade in Indian 
economy. But in spite of the small size of the foreign trade 
sector, it is necessary to pay explicit attention to foreign 
trade variables in any study of Indian inflation for atleast 
two reasons. One is the heavy reliance on irqsorts of inter-
mediate and coital goods. Such imports through their influ-
ence on domestic cost of production inqpinge upon the general 
price level. Secondly, irrespective of the size of the trading 
sector an open economy is subject to the influence of changes 
in world trade and monetary situation. 
A developing economy like India has to depend very hea-
vily on in5)orts in the early stages of development. Besides 
essential consumption items, the economy needs both develop-
mental and maintenance inports in considerable quantities. 
Both the imports of consun5>tion items and the developmental 
and maintenance items in5)inge upon the domestic price level. 
By relaxing the scarcity of consumable items consunption 
inports also exert considerable influence on domestic price 
level. So long as consumption irrports relieve pressures on 
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dcwiestic price level through augmenting the supply of con-
s\imer items (particularly food items), the pattern oi^mports 
auguiv well for the domestic price situation. But the actual 
pattern of iirports in the post-independence period, particu-
larly during 1960s and 1970s was very much biased in favour 
of developmental and maintenance in^orts with undesirable 
consequences for the psice stability. Table 4,7 clearly shows 
that there was a significant rise in the share of non-consum-
able items relative to consxanption items. 
At least for some years to come the reliance on develop-
mental and maintenance inports is inevitable and as such the 
opacity to import assumes considerable importance. Table 4,8 
gives trends in the capacity to inport index. The index fluc-
tuates considerably depending upon the movements in terms of 
trade and exports (quantum) index. The index which was 79.80 
in 1960-61 increased to 192 in 1985-86. It was highest in the 
year 1983-84 (219.24). 
It may be noted here that barring the recent years the 
Indian exports were characterised by high primary commodity 
concentration and sluggishness during most of the years. Only 
in recent years one finds considerable diversification of 
exports, particularly growth in engineering goods exports. 
The discussion of the structural changes enables us to identify 
the following structuralist variables as possible candidates 
for inclusion in enpirical analysis. 
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ii) Ratio of income originating in agriculture 
to that in manufacturing. 
iii) Ratio of foodgrains index to non-foodgrains 
index 
iv) Ratio of consumption goods output to capital 
goods output of the manufacturing sector. 
v) (a) Level of exports (at current and constant 
prices) 
(b) Exports - GNP ratio 
vi) (a) Level of inports (at current and constant 
prices) 
(b) Imports - GNP ratio. 
vii) Deficit in balance of payments (current account) 
viii) Ratio of consumption good's in5>orts to capital 
goods and intermediate goods inports. 
ix) Import substitution, 
x) Capacity to import. 
Among the above variables, only some of them could be 
included in the regression analysis. As for the others, only 
qualitative observations about their intact have been made in 
the course of above discussion. The empirical analysis inclu-
ding structuralist variables attenpted here is mainly explora-
tory in character as we have very little knowledge about the 
mechanism involved. The analysis and conclusions of this 
chapter are to be taken as indicative and tentative, pointing 
to the need for further work on these lines. 
Regression Analysis: 
The methodology adopted in this chapter consists of 
single equation models estimated by the method of ordinary 
Ill 
least squares. Alternative specification of price formation 
equations have been tried in order to test the hypothesis sug-
gested by the existing theories of inflation reviewed in ear-
lier ch^ter and the structural changes discussed in this 
chapter. The equations are estimated for the period 1970-71 
to 1985-86. This is because of the non-availability of data 
for some variable for the year 1986-87 and 1987-88. 
The regression analysis is organized into three sections. 
The first section applies Harberger's model and its variants 
to Indian data. In the second and third section an attempt 
is made to examine the influence of structuralist element 
on the inflationary price trends in the Indian economy. Sect-
ion II contains the results when fiscal development variables 
are used to explain the price level and section III presents 
the regression results which show the influence of foreign 
trade variables on price level. 
The list of variables included in the analysis of this 
ch^ter are given below. 
P « wholesale price index (All commodities) 
average of months 
M " Money supply with the public (average of 
months) 
Y » NNP at constant Prices 
G e Government expenditure at constant prices 
(Government expenditure deflated by NltP impli-
cit deflator) 
G' » Government expenditure at current prices. 
A » Accelerator Factor 
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S " Government expenditure at constant prices/ 
NNP at constant prices. 
F » Net availability of foodgrains 
ag/mF = Ratio of income originated in agriculture 
to income originated in manufactures, 
J = Index of industtial Production 
QI = Unit value index of inports 
QE « Unit value index of exports 
I/Y « Ratio of in^jorts at current prices to 
NNP at current prices 
DF = Ratio of deficit in current account of the 
balance of payments to exports receipts. 
The deficit financing variable as such is not explicitly 
included in this chapter because money supply variable and Go-
vernment expenditure variable take adequate care of the finan-
cing of public expenditure through budget deficits. 
Section It 
We discussed Harberger's inflation model while reviewing 
literature on inflation in India. This model is based on in-
verting a simple demand for money function couched in terms of 
rates of change in variables. In this section an attempt is 
made to test this model and its modified versions. The follow-
ing are the relevant estimated equations, 
1. P " 1.50 + 0,64** M + 0.53*A R^ « 0,38 
(1.40) (1.74) DW « 0.80 
2. p = 4.10 + 0.62M - 0.20y + 6.00**A » 0.36 
(1.50) (0,90) (2,00) DW » 0.90 
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3. P = -0.20 - 0.60M + 1.51**M , - 0.15Y + 0.80A R^ = 0.70 
(1.30) (3.90) (0.50) (3.50) DW «= 1.23 
* —2 4. P = 11.41 - 0.52**Y - 0.60G + 0.70*A R « 0.79 
(2.40) (5.80) (4.50) DW « 1,90 
5. P = 11.0 - 0.50**Y + O.llY , - O.ed^ G + 0.71A R « 0.77 
(2.30) (0.22)"-^  (5.23) (3.30) DW « 1.90 
Equation 1 e:q>lains percentage changes in prices in terms 
of changes in money supply and acceleration coefficient. The 
introduction of acceleration factor takes into account price 
expectations. In the Indian context, it is to be noted at the 
outset that persistent acceleration of the price level is not t 
found during the period under study. This is in contrast to 
the experience of the Latin American countries, particularly 
chile to which Harberger applied his model first. Hence it 
is difficult to anticipate appropriate sign for the regression 
coefficient of this variable in our regression exercises. In 
equation I Money supply changes together with the acceleration « 
coefficient explain 35 per cent of variation in the rate of 
price changes. Equation 2 which includes real income also, 
2 
does not show any improvement either in terms of R or in 
terms of significance of the coefficients. This may be because 
of high correlation between money supply and real income. When 
M-1 is also added (equation 3) there is considerably increase 
in the explanatory power, but the dominance of money sv:5)ply 
with one year lag and the high correlation between money 
supply and real income, appeairs to have resulted in perverse 
sign for regression co-efficient of money supply without lag. 
*, **, *** indicate respectively significant at 1 %, 5 % 
and 10 
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The coefficients of M-1 and A are significant. In equation 
4 we have introduced one more variable that is Government ex-
penditure. Introduction of G has increased the explanatory 
power of the equation. The negative sign of G is basically 
because the significant rates of inflation are to a large 
extent accompanied or followed by lower rates of increase in 
Government expenditxire. In this equation we have not included 
money supply and the inpact of this is that now the regression 
coefficient of real income is also significant alongwith the 
regression coefficients of G and A, In equation 5 we have 
introduced one more variable that is real income lagged by 
one period. But because, of the high correlation between Y 
and Y-1 the model does not show any in^rovoment either in 
2 
terms of R or in terms of the significance of the regression 
coefficient of the variables. So the modified Harberger's 
model, including Government expenditure, real income and 
acceleration co-efficient as explanatory variables, seems 
to fit the Indian data well. 
Section II; 
Government expenditure at current and constant prices, 
index of Industrial production, net availability of foodgrains 
and coirqposition of Net domestic product are the variable intro-
duced in the following regression analysis. The estimated reg-
ression equations based on annual data on variables expressed 
in the form of index numbers are given below. 
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1 . P St 45.0 + 0 . 4 8 * G ' s 0 . 93 
( 1 7 . 0 0 ) DW m 1 .04 
2 . P S5 43.23 + 0 . 5 7 * G - 1 ' » 0 . 9 5 
( 2 1 . 7 8 ) DW 3 1 . 2 1 
3 . P S - 5 0 . 0 + 1 .60*G R^ = 0 .70 
( 5 . 3 0 ) DW • 0 .75 
4 . P a - 5 1 . 0 + 1 . 7 * G - 1 SE 0 .80 
( 8 . 5 0 ) DW a 0 .80 
5 . P c - 7 5 . 1 6 + 2 . 0 * * * S s 0 . 1 5 
( 1 . 7 0 ) DW m 0 .35 
6 . P « - 2 2 . 5 1 + " 3 ! 5 * S - 1 o 0 .50 
( 4 . 5 0 ) DW s 0 .75 
7 . P s 25 .81 + 0 . 0 7 S - 1 + 0.64*M a 0 .95 
( 0 . 2 8 ) ( 15 . 00 ) DW = 0 .95 
8 . P % 17 .28 + 0 . 1 5 S - 1 + 0 .74 *M-1 s= 0 .98 
( 0 . 6 0 ) ( 17 .50 ) DW m 0 . 8 8 
9 . P ts 47 .78 - 0 . 1 4 J + 0 .75*M R^ s 0 . 9 8 
( 0 . 9 1 ) ( 9 . 2 5 ) DW SE 0 .87 
10 . P s 42.16 - 0 .15J + 0 .07*M-1 s 0 . 9 8 
( 1 . 0 7 ) ( 11 .18 ) DW m 0 .76 
11. P as 47 .10 - 0.69M + 1 ,66M-1 - 0 .27P St 0 .99 
( 1 . 40 ) ( 2 . 7 5 ) ( 0 . 9 0 ) DW s 1 .20 
12 . P 3 - 2 3 . 1 4 + 0 .61*M- : 1 + 0.67**ag/mf R^ s 0 . 9 8 
( 2 1 . 0 0 ) ( 2 . 9 0 ) DW s 1 .20 
Equation 1-8 incorporate in the analysis the public 
expenditure variable with and without lags. The government 
expenditure are measured both at current and constant prices. 
2 
The R is qviite high in ail the equations and the regression 
coefficients are also significant. So the Government expen-
diture which constitutes a conponent in aggregate demand is 
one of the contributing causes to the price rise in the con-
text of overall exjcess demand. Looking at the equations one 
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can conclude that Government expenditures measured in current 
prices are proved to be better in explaining inovements in gene-
ral price level than expenditures at constant prices. Further, 
expenditures available with one year lag performed better than 
that without lags. 
In equation 5 and 6 we have the ratio of government 
expenditure at constant prices to NNP at constant prices as 
explanatory variable. Equation 6 differ from equation 5 in 
the sense that in the former we have lagged value of the above 
mentioned ratio. The explanatory power of both equations is 
quite low. But equation 6 appears to be more fit conpared 
to the equation 5. 
In order to examine the combined influence of money 
supply and government expenditure as a proportion of 
equations 7 and 8 are estimated. Equation 8 which have lag-
ged values of S and M is more fit compared to equation 7. But 
the problem is that when money supply with or without lag is 
added, the coefficient of the expenditure variable has retai-
ned its positive sign but is no more statistically signifi-
cant. This is as expected because of close correlation bet-
ween money supply and price level on the one hand and the 
increase in money supply being an important source of 
financing public expenditure on the other hand. 
In equation 9 and 10 we have index of industrial pro-
duction and money supply as two explanatory variable. Equation 
10 has the lagged value of these variables. The explanatory 
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power of both equations is same. The regression coefficient 
of industrial production has negative sign as per our expec-
tation. However, the regression coefficients, while having 
correct signs are not statistically significant. This may 
be because of correlation between money supply and index of 
industrial production. 
In equation 11 price level is regressed on money supply 
with a lag and food output. As food output constitutes the 
major wage goods* its coefficient in the equation is correct 
but its effect seems to have been swanped by the money supply 
variable with the result that the coefficient is not statisti-
cally significant. 
Equation 12 introduces the c(»position of domestic out-
put by including a variable representing the ratio of income 
2 
originated in agriculture to that in manufacturing sector. R 
is quite high and both the regression coefficients are statis-
tically significant. The regression coefficient of the conpo-
sition of output variable has minus sign as expected. 
Section III; 
In this section an attenpt has been made to study the 
influence of some selected foreign trade variables on the 
price level. The dependence on iitports for meeting the con-
sunption needs and intermediate and capital goods requirements, 
the uneconomic nature of inport substitution process in its 
early stages, absence of a well-diversified export structure 
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and fluctuating nature of export prices, exert considerable 
influence on the domestic price level. The recent literature 
on world inflation and international monetary system points 
out the significant role played by international monetary 
system in spreading and accentuating inflationary rise in 
prices, irrespective of the fact whether a country is a 
deficit or surplus one. The fixed exchange rates and the 
reserve currency system were found to be guilty elements 
associated with the international monetary system that exis-
ted till 1973, Obviously India was no exception to this 
worldwide phenomenon. 
The estimated regression equations are as follows: 
1. P sx 21.0 + 0,94*QI SB 0.86 
(11.00) DW » 0.70 
2. P S£ -3.18 + 1.31*QE R^ 33 0.96 
(24.05) DW ex 1.28 
3. P ac 14.80 + 0.33*M + 0.07QI + 0.50*QE m 0.99 
(5.70) , (0.60) (2.90) DW a 1.37 
4. P s 23.80 - 0.80*DP s 0.37 
(3.36) DW s 0.55 
5. P 3 53.83 + 0.09DF - 0.42Y + 0.76*M R^ . 0.97 
(1.05) (1.10) (8.8) DW = 0.99 
6. P = 49.0 + 0,09***DF - 0.45***Y + 0.88M-1 a 0.98 (1.35) (1.50) (10.86) DW - 0.96 
7. P 38.0 - 1.80**IA B 0.19 
(2.25) DW SI 0.50 
The first three equations shows the influence of export 
and import unit value index as well as money supply on the 
2 price level. R is quite high in all the three equations but 
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it is highest in the third equation in which we have all the 
three above mentioned variables as explanatory variable. Re-
gression coefficients are significant in all the three equa-
tions except the regression coefficient of QI in the third 
equation. This is basically because of high correlation 
between export and import unit value indices. When the 
relative influence of inport and export prices en domestic 
price level is considered, we found that export prices have 
exerted greater influence. Here it may be noted that the nature 
and extent of relationship between general price index and unit 
value of export index would depend upon the nature of traded 
goods, that is, to which sector they belong. For exanple, if 
exports predominantly originate frcxn primary sector it is rea-
sonable to expect a very high correlation between unit value 
of exports and general price index. This is largely true in 
the case of India's exports. The introduction of money sup-
ply in the third equation iitqprove its explanatory power. 
In equation 4 we have deficit in balance of payments as 
an explanatory variable, it explain 37 per cent variation in 
domestic price. Regression coefficient is significant at 1 
per cent and have the expected minus sign. Equation 5 and 6 
incorporate money svqpply' and income along with deficit in 
current account of balance of payments. In both the equation 
while real income and money supply variables have appropriate 
signs, the deficit in current account variable has inappropri-
ate sign. It is perhaps because the two dominant variables 
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have swamped the effect of the foreign trade variable. How-
2 
ever R in equation 6 is higher than that of equation 5, It 
is sinply because equation 6 has lagged value of money supply. 
The last equation 7 has ratio of import to NNP at current 
prices. The explanatory power of this equation is very low. 
It is generally expected that there will be an inverse rela-
tionship between domestic prices and import income ratio. 
The estimated equations support this hypothesis. 
The major conclusions from the regression analysis can 
be stated as follows: 
i) A modified Harberger's model, including Government 
expenditure, real income and acceleration factor as 
explanatory variable, seems to fit the Indian data 
will. 
ii) The money supply with one year lag has larger expla-
natory power than money supply without lag. 
iii) The introduction of lagged value of income does not 
increase the explanatory power of the equation which 
include income (without lag) Government expenditure 
and acceleration factor as explanatory variable. 
iv) The acceleration factor did not turn out to be a 
significant factor in explaining inflation. 
v) Government expenditure measured in current prices 
h ^ beej^found better in e^a^laining^novgment_in gene-
rSr~prT^ level than Expenditure at constat prices. 
Further, expenditure available with one year lag 
performed better than that without lag. However, 
the close correlation between Government expenditure 
and money supply makes the coefficient of Government 
expenditure statistically insignificant after the 
introduction of money supply as an explanatory 
variable. 
vi) The regression equation which include money supply 
with one year lag and the ratio of income originated 
in agriculture to that in manufacturing sector, has 
very high r2. The regression coefficients of both 
the variable are statistically significant and have 
the appropriate sign. 
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vii) The regression equation which include export and 
import unit veilue index as well as money supply as 
explanatory variables has very high r2. The coeffi-
cients of all the variables are statistically signi-
ficant except the regression coefficient of import 
unit value index. This is basically because of high 
correlation between export and inport unit value 
indices. As far as relative influence of export 
and import prices on domestic price is concerned, 
we found that export prices have exerted greater 
influence. 
viii) Deficit financing explains 3? per cent variation 
in domestic price, its coefficient has the ejqpected 
minus sign and is also statistically significant. 
ix) The equation which include inccxne, money supply and 
deficit in current account of the balance of payment 
has very high R^. The regression coefficients of 
money supply and income have the appropriate sign but 
the regression coefficient of the deficit in current 
account of the balance of payment does not has the 
expected sign. 
x) The ratio of irtport and NNP at current prices did 
not perform well as an explanatory variable. 
Chapter V 
INFLATION AND DISTRIBUTION OF INCOME 
This chapter is concerned with an analysis of the 
effects of inflation on distribution of national income. 
By distribution of income,here, we mean factorial distri-
bution of income. So we will be analysing here the effects 
of inflation on distributive shares and not on personal 
distribution of income. To start with let us first have a 
theoretical review of the subject. 
Effects of Inflation on Factorial distribution 
of Income 
The movement of prices would influence the distributive 
shares differently in the short and long run. The short run 
movement in the relative shares of the agents of production 
would depend more on changes in the relative price structure 
than the movement in the general price level. Movements in 
the relative (or sectoral) prices distorts the existing 
structure of the economy and movements in the prices of all 
the sectors of the economy may not necessarily correspond 
with movement in the general price level. They may differ 
both in degree and in direction from one market to another 
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(such as commodity market and factor market) and from one 
commodity or factor to another. This differential change 
in the relative price structure alters the existing relation-
ship between various components of the economy and thereby 
the relative shares of the factors of production in the 
national income and their functional relationships. These 
differential sectoral movements are cancelled out when the 
long run trend is taken into consideration and therefore, 
this is the movement in the general level of prices which 
determines the distributive shares in the long run. As 
regards long run movements in the sectoral prices, it is, 
however, not only difficult but also contrary to the general 
theory and rather impossible too that they do not correspond 
with the general trend for a long period of time. 
The determinants of the factor shares emphasised by 
various economic theories are influenced by the price level 
even when variables are taken into account in their real 
form,(i.e., in relation to some constant base which is the 
general practice^, The difference is that if the current 
prices are lower than the prices of the base year, the 
values of variables (such as production, savings and capital 
formation, etc.) would be inflated when measured at current 
prices and vice versa. In the short rxin, prices most 
probably have the greatest effect upon the 'utilization* of 
the capacity (capacity effect), the extent to which wages 
124 
lag behind the changes in prices (lag effect) changes in 
distribution of income (compounding effect) through propensity 
to save, composition of demand and the volume of investment 
which determine the 'anti-cyclical' tendency of the distri-
butive share of labour in the national income. The factors 
determining long-run constancy of factor shares sucli as 
marginal productivity of labour and capital, KalCcki's 
'price policy* of entrepreneur, Ricardo's siabsistence level; 
Brown-Weber and Kaldor's ratios of capital to income, rate 
of return on rates of capital invested and productivity of 
capital are directly linked with the movement of prices both 
in the short and long runs, although this is only the trend 
which determines the long-run trend in factor shares, and 
various theories explaining it too take into account the 
long-run trend of the general prices only. Factors like 
government's share in total national expenditure and 
declining role of agriculture, etc. may be treated as 
exceptions of the direct link. Government's expenditure to 
combat the inflationary and deflationary tendencies pre-
vailing in the economy are limited to the short-run and, 
therefore, different from regular upward trend in govern-
ment's expanding budget. 
The concepts of the 'wage price spiral' and 'profit 
inflation' have historical significance in the context of 
effects of price movements on factorial distribution of 
income. What significance these two and several other 
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factors noted above have in the context of developing 
economies as against the united States and the U.K.'s economies 
with whose reference the above concepts have been evolved, is 
also of special importance. 
Price Movement and Wages (price-wage Spiral thesis)^ 
In the initial stages, upward movement of prices, if 
not accompanied with rise in wages, will be able to provide 
some additional resources within the economy and the growth 
will be financed without any further rise in price level. But 
in the long-run, wages cannot lag behind prices unless there 
is severe unemployment and labourers have insignificant 
competitive strength. The trade union and other labour orga-
nizations have proved the case contrary to these expectations. 
Various techniques such as linking of wages with cost of 
living and dearness allowance have been designed to protect 
the income of some sectors of the economy from the adverse 
effects of inflation. 
The fixed tie between wages and prices has far reaching 
effects on the economy. If Inflation is not controlled after 
reaching this limit this linking will again throw a heavy 
pressure of demand and inflationary situation will deteriorate 
further. There will be a •price-wage-spiral' in which infla-
tion will feed wages and vice-versa. 
1 Bernsteih, E.M., "Wage-price Links in a Prolonged Infla-
tion", I.M.F. Staff Papers, Volume 6, 1957-58, p.323. 
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After a certain degree of inflation has been reached, 
it becomes very difficult to adjust wages to prices since 
price-rise is accelerated and equality or identity between 
wage-increases and price rise become superfluous. This is 
so because the amount of consumers' goods is limited and an 
increase in wages will not provide them. Rather, there will 
again be a rise in the prices of consumers* goods even if 
increased wages had been financed from capital stock. There 
are two possibilities to avoid the same: firstly, diversion 
of resources to the consumers' goods industries and secondly, 
to import consumers' goods from abroad. 
It is not the rise in the price-level of the commodities 
only which is responsible for increase in wages, but inflated 
profits also by strengthening the competitive power of the 
producer to bid up wage rates, enable leading entrepreneurs 
to offer higher wages. This is more intensified by the fact 
that generally speaking, during an inflation the demand for 
2 labour exceeds the supply at growing rates of wages. 
3 
A.K.Sen Gupta has made an extensive and comprehensive 
study of Argentina, Australia, Austria, Belgium, Bolivia, 
Chile, Denmark, Finland, France, Germany, Israel, Italy, 
Netherlands, Norway, Sweden, U,K. and U.S.A., and has found 
2 Bernskein; "Wage-Price Links in Prolonged Inflation", 
op.cit., p.329. 
3 A.K.Sen Gupta: Quoted in Bernstein, op.cit.. Appendix, 
No.11, pp.343-368. 
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that in all countries, there has been a tendency to demand a 
rise in wages to offset the persistently rising cost of 
living and there exists some direct and indirect wage-price-
link in most of the countries studied. 
Price Movements and Profits (Profit-inflation 
thesis) Inverse Relationship between wages 
and Profits 
There has been a general contention among economists of 
different periods that profits are inversely related to 
Wages, i.e., if the share of wages in the national income 
increases, the profits will go down. This simple and direct 
relationship between wages and profits Is one of the oldest 
concept of economics. The classical theory of wages and 
accumulation is one of the earliest examples of this type in 
the history of economic thought. 
If prices rise rapidly on account of Induced Investment 
in the economy, the demand for the commodities goes up 
producing an increase in the margin of profits of the business-
men and producers. This, in turn. Increases the economy's 
capacity to re-invest to the extent this has not been 
shared by increasing wages. If wages lag behind,there will 
be a net Increase in capital formation, viz.. Increased 
savings and increased investment, Thus, price inflation 
leads to profit inflation or windfall profits to the producers' 
class. 
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The essence of the profit-inflation thesis is that 
•during a long period of inflation,any rise in prices tends 
to out-run the compensating wage adjustments. The result 
is "Profit-inflation", a widened spread between labour cost 
and industrial receipts. This windfall to industrialists, 
partly ploughed back into capital formation was, according 
to Hamilton, the chief boon from inflation during the price 
revolution and in many subsequent inflationary periods, 
profit inflation in these periods enabled a much more rapid 
rate of industrial growth to occur than would have obtained 
under stable prices.4 
price Movements and Interest Rate 
The rate of interest is determined by a complex of 
factors, partly by government, partly by banking institu-
tions, and partly by conditions prevailing in the money 
market. The price as a determining factor of interest rate 
is, obviously, limited in its role. The price fluctuations 
are one of that very complex of factors and its influence 
cannot be separated from that of others. But this does not 
lower the importance of prices in determining the interest 
rate. Actually price movements play an important but indirect 
4 Felix David: "Profit inflation and industrial growth: 
The historic record and contemporary analogies", Canadian 
Journal of Economics, Volvime 70, No,3, August, 1956, 
p. 442. 
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role. This is explained by the answer to the question, why 
it is that capital is scare in under-developed countries 
and yet the interest rate is low. The answer is definitely 
that the market is limited and the opportunities for a 
profitable investment are low. In other words, the marginal 
productivity of capital is very low. The upward price move-
ments enlarge the capital market by enlarging the commodity 
market. With a rise in prices, there is a rise in expec-
tations, and even in the initial stages, at least in some 
sectors, if not in all the sectors of the economy where 
prices are rising, the opportunities for investment must be 
enlarged which may have spread-effects and the whole of the 
economy in due course, may become a profitable field for 
investment. 
Price Movements and Factors Shares in India; 
Determinants of Factor Shares in a 
Developing Economy. 
In developing economies, the behaviour of factor shares 
depend more on the institutional, social and political 
factors than on the economic factors like those observed 
in case of advanced economies. In such economies, develop-
ment in all the economic, social and political fields took 
place inter-dependently and kept pace with one another. 
Consequently, considerable harmony and stability in various 
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fields of activities could be achieved. The present-day 
developing economies face the problem of duality with 
advanced political and labour organisations generally 
imported from or affiliated to the advanced 'ideological 
blocks' asked to co-exist with mass poverty and stagnant 
growth. The pattern of ownership of landholdings, educational 
opportunities, social set-up and contact with outside world 
are the factors of fundamental importance in determining 
distribution of relative factor shares in developing 
economies. The greater the influence they can exert, the 
lower the role of economic factors like rise or fall in the 
level of prices will be. The final panel on the distribution 
of income of the conference on inflation and economic growth 
in. Latin America held in Rio de Janeiro from January 3 to 
January 11, 1963, did not find that inflation had any con-
siderable influence on the distribution of income in Latin 
American countries except that it discriminated a little in 
favour of some classes. The panel was of the view that the 
determinants of the income distribution in any economy lie 
in inequality in educational opportunities,^ 
Secondly, any analysis with the assumption of free 
competition and free play of market forces would be incom-
patible with conditions of developing countries. Both the 
5 Warner Baer and Issac Karatenetzky (ed.), Inflation 
and growth in Latin America (1964), p.19 and p.509-
529, 
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in inequality in educational opportunities.^ 
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patible with conditions of developing countries. Both the 
5 Warner Baer and Issac Karatenetzky (ed.), Inflation 
and growth in Latin America (1964), p.19 and p.509-
529. 
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monopolistic and monopsonistic conditions exist together, the 
former due to the protection given by the state and the 
latter due to the organised trade union movement. However, 
which one of the two is stronger depends not upon its com-
petitive power but by the attitude of the ruling party 
because monopoly is restricted due to high cost and weaker 
competitive power in commodity market and the monopsony due 
to the mass unemployment. Both of these may be termed as 
restricted monopoly and restricted monopsony. Countries 
with popular government may, however, gain the sympathy of 
the labour class and the trade unions' demands for higher 
wages may, for the time being, be fully or partially post-
poned with mutual understanding. In India, long established 
political stability contributed a lot of the planned develop-
ment. Affiliation of some of the largest and most important 
trade unions with the 'ruling party' has also been responsible 
for harmonious relations among a larger number of employer 
and labour units. 
So we can say that changes in the distribution of 
national income arises because of a number of factors. But 
two important factors responsible for the change in the 
distribution of national income are: (i) changes in the 
price level, and (ii) changes in the productivity accompanied 
by changes in the level of employment of factors. So, we 
cannot attribute the changes in the distribution of income 
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entirely to the inflationary process. However, since the 
annual rate of growth of prices has far exceeded the annual 
rate of growth of output during the entire period of study, 
we could ascribe the determining role in the redistribution 
of incomes to the inflationary process. 
Our study is confined to the period from 1970-71 to 
1984-85. It is because of two important r,easons. Firstly 
Central Statistical Organisation issued a ^ ew Series on 
National Accounts Statistics with the base' 1980-81. So the 
figures of National Income at 1970-71 pric.eci have been dis-
continued from the year 1985-86. The 'New! Series* of 
National Accounts Statistics is not only '|new' with reference 
to the revision of the base year for the constant price 
estimates but also 'new' with reference to current price 
estimates. Thus the current price estimates incorporate 
major revisions resulting from use of new data as well as 
changes in methodology.^ Secondly factor incomes data have 
not been released by the Central Statistical Organisation 
in its publications, viz. (a) New Series on National Accounts 
Statistics with 1980-81 as the base year: 1980-81 to 1985-86, 
brochure issued in February 1988 or (b) National Accounts 
Statistics, New Series - base year 1980-8]S issued in May 1988. 
6 Uma Datta Roy Choudhury: "New Series|On National 
Account Statistics some Comments", Economic and Political 
Weekly, July, 23, 1988, pp. 1527. 
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So the factor incoines data are not available for years 
after 1984-85. 
Table 5.1 shows the share of factor incomes in net 
domestic product in the year 1970-71, 1975-76, 1980-81 and 
1984-85. A look at the table reveaJs that the share of wage-
salary in net domestic product increased by 3.5 percentage 
point from 1970-71 to 1984-85. Share of interest as well as 
profits and dividends also increased by 3,4 and 1,72 per-
centage points respectively. In contrast to this share of 
rent declined by 1,8 percentage point. But here it will be 
wrong to say that increase in the share of wage-salary 
incomes, interest and profits in net domestic product has 
been compensated by the fall in the share of rent in net 
domestic product. Because the share of rent in net domestic 
product is very small, it is in fact because of the fall in 
the share of the mixed income of self-employed. In short, 
we can say that in an inflationary economy like India mixed 
income of self-employed persons couid not grow rapidly and 
so is the case with rent. Against this interest, profits 
and wage-salary incomes grew rapidly and as a result their 
share in net domestic product increased from 1970-71 to 
1984-85. So our conclusion is that inflation had redistri-
buted income against rent and mixed income of self-employed 
persons. 
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Table shows that except rent and interest share of other 
factor incomes in agriculture is almost constant from 1970-71 
to 1984-85 and the degree of constancy is greater than that of 
any other sector of the economy. Further, this has happened 
in spite of the wide fluctuations in the agricultural prices 
(in short-run which are mainly determined by agricultural 
productivity), This result is quite surprising, keeping in 
mind that agriculture sector, being a dominating one, is 
greatly responsible for determining overall productivity in 
the economy which is very sensitive to the natural factors. 
This disturb the capital output ratio and thereby distributive 
shares in the economy. Logically, when prices go down, real 
wages go up both absolutely and relatively, absolutely, 
because short term downfall in prices cannot bring wages down 
and relatively, because to the extent of wages remaining 
constant, relative share of profits, would go down and vice-
versa. But why it is not so? Most probably, due to the mass 
under-employment or disguised unemployment prevailing in this 
sector, share of the self-employed being near-about two-
thirds of the total income originated and a lower proportion 
of variable capital, a smaller marketable surplus etc. 
In the secondary sector, share of wage-salary income 
declined from 57.7 per cent in 1970-71 to 52.95 per cent in 
1984-85 (Table 5.3). Share of profits and dividends remained 
constant but the share of interest increased from 10.8 
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per cent in 1970-71 to 18.64 per cent in 1984-85. Share of 
rent increased by very small amount and the share of mixed 
income of self-employed declined from 19.2 per cent in 1970-71 
to 16.12 per cent in 1984-85. Compared to secondary sector, 
situation in services sector like transport, communication 
and trade has been quite different. Here the share of the 
mixed income of self-employed increased from 42.9 per cent in 
1970-71 to 49.47 per cent in 1984-85. The share of profit 
and rent declined significantly, while the share of interest 
remained constant. But like the secondary sector here too 
the share of wage-salary incomes declined from 1970-71 to 
» 
1984-85. In the case of finance and real estate the story is 
further different. Here the share of wage-salary incomes, 
mixed income of self-employed and profits had increased 
while that of rent and interest had registered a fall. In 
the case of community and personal services, share of the 
compensation of employees increased from 87.4 per cent in 
1970-71 to 89.64 in 1984-85. However, share of interest and 
rent had declined over the given period. So we notice that 
impact of inflation on secondary sector had been qu'ite 
different than that on services sector. 
Inflation and Wage-Salary Incomes 
The increase in the wage-salary incomes in net domestic 
product from 1970-71 to 1984-85 was not unifoirmaly spread 
140 
in O o\ CO 0\ o VO cr» rH CO O Oi CM o\ o m t- in H 1 • * • • » • • • • • o rH in o m m n 00 o VO H TH o CM VO <u a\ H H 0 «-« 
D H O CO O rH VO o ro •P CO O in CM o O CM rH VO C 1 • t • • t • • t • • o o o ro H o vo in in fO k 00 o H H o CM VO M <7* rH iH • 3 H w 0 n 0) o •P < vO o in O rH o VO to u r- o <N» m o\ O VO VO n to 0) 1 f • • • • « • f • • •H CO m o (M rH o -"J" in m r> o H o CM VO n tJ o\ H 0) H 0 0) •H •H ^  U c c iD fO 0 O m CO in O in CM VO > cn-w O H \£) O o rH n V—• M -P 1 • • • • • • • • • • Q C o o CM O H in o VO n VO <n C ^  r- o H rH o CM VO y D -rl ON H H •H M H •p 
• fO -P to in C CO •H (0 -H -p 0) Q rtJ H TJ •p 0) <U CO w cn •H (0 •p C -P c (0 c d pi 0) 0 
U 0 (0 to 0 o u (1) 0) 0 
1) 4) 0) < >1 >1 0 w 0 1 rH rH H (0 « c H c Q) E 0) M <1) o £ 0) nd 0 § to •H 0 U vH 4J •p o Q vw > 0 VW (0 c •P 0 •H (1> 0 0 H 0 10 0) c c 0) • M w 0 0 6 to Q M c It) <u •H 0 • +> •V} +J CO •P 0 d 
0 0) (0 4J nH •P c >0 • (0 EH w 0) to (0 c (0 to •r\ (1) CO •H c V 4J OJ c 0) >1 • c 0) M •H 0> <u (H Tl 0 u H (d D< Q) •P u 0) 0) rH D> B 4J c 0 0 -P c X P4 M 0 C 4> u c 0 c Q) H B o u H 05 u H Oi Z 0) •• At 0 (H o H CM m o H CM ro -"J" p 






un O r - H i n O O o o O on i n 
CO O o VO VO VO O O o o O n 0^ H 
1 • • « • • • t t • • f t • • 
<f O VO O CM o o o o o O o VO H r H 
CO o I D CM CM o o o o o VO H (M 
H H H H H H 
f - t 
H O t^ 0\ O O O O o O CO fo ro 
00 O o\ O i n O O o o O VO H 
1 f • • • • • t • • » • • • • 
CO o o CN CM CM CM o o o o o o r o <N CO 
M CO o VO CM H o o o o o VO H (M • 
0 r - t <H H H H H ,—, 
•P H CO 
0 0) 
Q 
W o fO n \o CO o O O O O r o ^ ro C^  w 
r - o O i n H o O O O O CM VO o O CO 
•0 1 • • • • • • • • • • • • • • •H 
Q) m o i n r - H VO o o o o o r H ro CM r o 
n c^ o vo H H o o o o o VO H 0*4 (0 
•H o\ H r H H r H r H H 
c H 0 
<0 •H 
t H O «£> VO O O o o o O ro ro fd 
O ^ r - o H VO O O O O o r o r H H > 
n 1 • • t • • * • • • • • * • • ^ — ' 
(U 0) o o r o CM H CV» o o o o o CTi CM VO 
•P 0 r ^ o vO O) H o o o o o VO CM (0 (0 T^  cr> H r H r H H H H u 
> M r^  •r^  
•H 04 •p 
u m 
CU 43 •H 
C 0) -P 
T J a) 0 fd 
n u C •P P 
(d u 0) c w 
m 
0 u 0) •P 
•H - 0 B 
u 
O (d W T J w (d n to 0 
w 0) c 0) cu 0) 0) 0 
<U fd 0) (U tt) (1) o 
>1 > 1 V >1 N <C 
s 0 c 0 0 0 CO H 0 H 0) H H H 
0< a •H 9- > 04 a C (d « n B (1) 4J £ £ E (U c 
Q) 0) 0) -o flj a> a> 0) 0 
E CO •H M (d •H •H 
0 •H M-l > •P M vw > 
o M 0 •H CO 0 4J 0 M 0 •H (d c f ^ -0 •H CO -P 0 Xi 
H U c C c •W C c 4J c 
0 0 •H 0 P (U 0 0 0 T3 • 
u V f-( c s •H (U •H C CO 
0 c •p (0 •S s c CO 4J (d 
-p <D (0 -P rd (d (d (d •P o 
0 « « w w <d 0) m 0) CO W • 
(0 X 0 c 0) 4J 0 c > c 4J c 0) •P CO 
PM •H 0) u •H •H (1) M 0 Q) (d 0) M •H • 
u H Q) •P H 0) o a > 04 Q) u 
A E •P C 0 e x : s •rS a 4J c P 
EH o c ® 3 0 p i p 0 M 0 C 0) U 
u H « 04 04 u o 0 o 04 u H •J 04 • • 
H 0) 
a o H OJ ro o H o H o H CM r o 
• • • » • • • • • • • • • • 0 H H H H CM CM n r o CO 
142 
over the different sectors of the economy. Table 5.4 shows 
that pays of employees in the organised sector as well as in 
the unorganised sector declined by 4.60 per cent and 0.49 
per cent respectively from 1970-71 to 1984-85. But the share 
of interest had increased in both the sectors^ organised as 
well as unorganised. Share of rent had increased in the 
organised sector while it declined in the unorganised sector 
over the period 197Q-71 to 1984-85, So we can say that in 
the organised sector pays of employees could not grow rapidly 
like interest and rent which mectn that inflation had redistributed 
income in favour of interest and rent in the organised sector. 
The story is somewhat same in the unorganised sector too 
except that here the share of rent had declined from 1970-71 
to 1984-85. Further, an interesting point regar4ing the unor-
ganised sector is that here the share of the mixed income of 
self-employed had increased from 1970-71 to 1984-85 in contrast 
to the fall in the share of the mixed income of the self-
employed in net domestic product from 1970-71 to 1984-85. 
Organised sector can further be divided into private 
sector and public sector. In the private sector share of 
pays of employees, rent and profits had declined from 1970-71 
to 1984-85 (Table 5.5). But the share of interest had increased 
considerably over the given period. So in the private sector 
inflation had redistributed income in favour of interest. In 
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is that the share of pays of employees and interest had 
declined from 1970-71 to 1984-85 while the share of rent and 
profits had increased over the given period. So unlike private 
sector, in the case of public enterprises even rent had been 
able to keep pace with inflation and so is the case with 
profits and dividends. But the share of the pays of employees 
had declined in the both private sector as well as public 
enterprises. We can conclude now that inflation redistributed 
income against the wage-salary incomes in the both private 
sector as well as public enterprises. 
However, the movements in the share of the pay of employees 
in a particular sector in domestic product are not necessarily 
identical with the moments in the earnings of employees in that 
sector. The fall in the share of pay of employees in the 
private organised sector (Table 5.6) was on account of a slower 
growth of employment in that sector relative to other sectors, 
rather than on account of a fall in the average earnings of the 
employees in that sector. Over the period 1970-71 to 1984-85, 
while employment in the public sector increased by 60.93 
per cent, employment in the private organised sector increased 
by 8.41 per cent (Table 5.7) . 
The average money earnings have been computed using 
C.S.O's estimates for compensation of employees in 1970-71 
and 1984-85 in the public and private organised sectors, and 
using the estimates for employment in these sectors. These 
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for industrial workers to arrive at average real earning. 
The results are presented in Table 5.7. The table reveal 
that average annual real earning of employees in the public 
and private organised sector increased by 49.54 per cent and 
45.53 per cent respectively from 1970-71 to 1984-85. The 
table also reveals that real earning of employees in the 
public sector increased more than that of in the private 
sector. 
The estimate for average real earning in the public and 
private organised sectors combines the salaries of executives 
with the wages of workers, and the latter itself varies widely. 
The movements in the earnings of these different segments of 
employees have by no means been alike. The poorest section 
of workers in the organised sector have realised little 
improvement in their real earnings. 
The situation in unorganised sector is more alarming, where 
average annual real earning of employees increased by 6.9 
per cent as compared to 25.11 per cent increase in the average 
annual real earning of employees in the organised sector over 
the period 1970-71 to 1980-81 (Table 5.8). In the agriculture 
sector, (which covers substantial part of the unorganised 
sector) average annual real earnings of workers increased by 
1.08 per cent from 1970-71 to 1980-81 (Table 4.9). So we 
can conclude that workers in the unorganised sector - particularly 
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in India. The very nature of employment of workers in the 
unorganised sector, both in agriculture and industry, prevents 
them from organising themselves to secure protection against 
inflation. On the other hand, while the poorer among the 
employees in the organised sector were able to defend their 
real earnings, the better off among them were able to realise 
increase in incomes reasonably in excess of the increase in 
prices. 
One more point that we would like to highlight here is 
that in Indian industry workers' wages in the value of produc-
tion and value added by manufacture has steadily fallen 
during the period 1970-1983. In 1970, it was 7.8 per cent of 
the value of production and 34.4 per cent of value added by 
manufacture, but came down to 6.4 and 29.4 per cent respectively, 
in 1983. The fall works out to 17,95 per cent in value of 
production and 14.53 per cent in value added by manufacture in 
13 years (Table 5.10) . Further, whatever increase in real 
wages have taken place over the period of study, it is not 
steady during the entire period. After several years of 
virtual stagnation, there was a fairly smart rise from 1968 
up to about 1971. Again, real wages stagnated for several 
years with minor movements up and down. Another jump around 1978 
was followed by another spell of stagnation for some four years. 
The next upward swing began around 1981 (Table 5.11). 
It is notable that upto 1977, the indices of real wages 
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and per capita national income moved quite close together. 
There were spells when the latter index actually stood above 
the former. The gap between the two began to widen from 
1978 and became sizeable by 1983. Thus the phenomenon of 
increase in real wages substantially out-stripping those in 
national per capita income seems to be a relatively recent 
one. This seems to have been largely due to the virtual 
stagnation in the real per capita income which was almost 
the same in 1982 as in 1978. An interesting point for study 
will be: can a rational explanation be found for the 
particular stop-go behaviour of real wages during this period? 
The behaviour of the consumer price index provides only a 
partial explanation of this behaviour of real wages. 
So two important points have emerged from the above 
analysis: (i) though the real wages of workers in Indian 
industry have increased over the given period, the increase 
has not been a smooth one, and (ii) in spite of the fact that 
money wages as well as real wages of workers have increased 
over the given period, the share of workers wages in the value 
of production and value added by manufacture has steadily 
fallen. 
Inflation and Non-Wage Income 
In any economy, in an inflationary situation, rents 
do not normally keep pace with the movements in general price 
index. Table 5.1 clearly reveals it. The share of rent in 
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net domestic product declined from 5.1 per cent in 1970-71 
to 3.5 per cent in 1984-85. In fact share of rent had 
fallen in almost all the sectors of the economy. Share of 
rent in agriculture declined by 1.15 per cent over the 
period 1970-71 to 1984-85. It had also declined for manu-
facturing both registered as well as unregistered. 
Share of profits and dividends had declined for all the 
sectors of the economy with the exception of few sectors like 
finance and real estate, where it increased from 14.6 per cent 
in 1970-71 to 32.77 per cent in 1984-85. In fact as prices 
increase and income of the economy grow, marXet becomes less 
and less rigid as a result the share of profit is likely to 
go down. Because profit is the result of inefficient working 
of the market, more inefficient the market is and more is the 
profit. AS the efficiency of the market increases, profit 
decreases and it becomes zero (profit here means supernormal 
profit) when market becomes perfectly efficient. So the fall 
in the share of profits is not something surprising. 
Whether we considered economy as a whole or we took diff-
erent sectors of the economy separately, it was noticed the 
share of interest had increased everywhere over the period 1970-
71 to 1984-85. So we can say that inflation had redistributed 
income in favour of interest. Increase in the share of interest 
had not been due to the increase in the use of capital only,but 
also, because of the continuous increase in the rate of interest. 
Logically speaking, rate of interest should increase during 
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inflation in an under-developed country like India. The 
upward price movements enlarge the capital market by enlarg-
ing the commodity market. With a rise in prices, there is a 
rise in expectations, and even in the initial stages, at least 
in some sectors, if not in all the sectors of the economy 
where prices are rising, the opportunities for investment 
must be enlarged which may have spread effects and push up 
the rate of interest. 
The most important source of employment and income in 
India is not wage but self-employment mainly in agriculture. 
Though the share of incomes of self-employed in agriculture 
is stable, this does not mean that they have not gained from 
inflation. But it is also a fact that all of them have not 
gained from inflation. The mixed incomes of the self-employed 
in agriculture include incomes of the small/ the middle, and the 
rich peasants. However, only the rich peasants have been 
beneficiaries of the inflation and to a certain extent the 
middle peasants as well. The poor peasants, on the other hand, 
have actually suffered from inflation. The poor peasants, 
like the agricultural labourers, confront the market mainly 
as buyers of commodities. Therefore, given their low incomes 
they are mainly buyers of agricultural commodities. NSS data 
show that not only is the bulk of cereal consumption of 
landless labourers purchased from the market but that upto 50 
per cent of the cereal consumption of the small peasants too 
(i.e., those with holdings of upto 5 acres) is made up of 
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7 market purchases. Rapid increase in the prices of agricul-
tural products have thus affected them adversely. The rich 
peasants, who are the principal source of marketed surplus 
of agricultural produce have benefitted both on account of 
the rapid increase in the prices of agricultural products 
as well as on account of the agricultural inputs such as 
fertilizers, water, and power having been made available to 
them at subsidised rates, in the absence of any direct 
taxation of agricultural incomes ana negligible land revenue 
payments, favourable price movements have enabled these richer 
sections of the farming community to realise a steady 
improvement in their disposable incomes. 
7 "Current Inflation in India", Prabhat Patnaik, Social 
Scientist, Jan-Feb., 1975. 
Chapter VI 
INFLATION AND TERMS OF TRADE 
A rise in the general price index is not necessarily 
accompanied with an equivalent rise in the price index of 
individual or group of commodities. As a result, relative 
prices keep on changing in an inflationary situation. The 
movement of relative prices has its effects on the flow of 
resources between different sectors and thereby the sectoral 
terms of trade. In this chapter we would like to analyse the 
effects of inflation on domestic terms of trade between 
agriculture and industry. 
The movement in relative prices profoundly influence 
the income distribution from one sector to another. In a 
developing country like India, agriculture being the major 
sector of the economy both in resources and output, must 
make a substantial contribution to the financing of the 
developnvent of non-agricultural sector. This is possible 
only when the income of the agricultural sector is trans-
ferred to the non-agricultural sector. Movement of relative 
prices constitute one of the important means for this 
transfer of income. A fall in the relative price of agri-
cultural to non-agricultural commodities causes movement 
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of income from agriculture to non-agricultural sector. 
Similarly if relative prices turn in favour of the agricul-
tural sector, there will be a reverse movement of income 
from non-agricultural to the agricultural sector. In this 
case agriculture ceases to contribute to the financing of 
the non-agricultural sector. Such a movement of income 
from the non-agricultural sector to the agricultural sector 
will adversely affect the rate of saving and capital forma-
tion of the economy. 
The movement of relative prices has its effects on the 
flow of resources between different sectors and thereby on 
the pattern and the rate of economic growth. Similarly, the 
pattern of economic growth has its repercussion on the terms 
of trade between different sectors of the economy. Inflation 
brings about differential price movements between different 
products based on their demand and supply conditions. In a 
free economy the flow of resources is guided by the profi-
tability of resources in different lines of production. As 
income rises, the income elasticity of demand for primary 
products tends to decline and that for the products of 
secondary and tertiary sectors tends to rise. Thus chang-
ing consumer preferences alter the relative prices and 
profitability of different products and productive activity 
is continuously adjvisted according to the changing demand 
of the consumers. 
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But in a mixed economy the pattern of growth deter-
mined by the price mechanism may not be in the interest of 
a rapid economic growth or may give a rate of growth that 
would take a very long time to break the vicious circle of 
poverty. Thus the price system needs to be distorted and 
the production pattern has to be guided by the investment 
criteria laid down in the strategy of economic growth.^ In 
the centrally planned economy the government has complete 
control over the resources, and the resource allocation is 
directly made by the government according to priorities laid 
down in the plan. But in the mixed economy the state has the 
partial control over the resources and a large part of the 
resources of the economy are controlled and owned by the 
private entrepreneurs. In such an economy the regulation 
of relative prices has an important role to play in deter-
mining the pattern and pace of economic growth of a country. 
It is generally agreed that demand and supply elasti-
cities with respect to primary products production tend to 
be rather low. As a result, discrepancies between demand 
and supply tend to produce sharp movements in prices rather 
than outputs, and the terms of trade tend to fluctuate 
more sharply. Fluctuations in prices are particularly 
acute in the short run, since the supply of many agricultural 
1 National Council of Applied Economic Research, "Price 
Level and Economic Growth", March 1969, p.8. 
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products is subject to the vagaries of weather, whereas 
demand varies with employment and output in the industrial 
sector. Even in long run, the growth of demand and supply 
of primary products cannot be expected always to match, because 
the elasticity of supply of the agricultural products tend to 
be lower than that of industrial products. 
In a developing country, the behaviour of agricultural 
prices is an important determinant of the behaviour of prices 
of industrial products. A rise in agricultural prices tends 
to generate consequential pressures on the cost of production 
in industry partly through direct effect on raw material 
costs in industry and partly through an induced effect on 
industrial money wages. Similarly, the fall in agricultural 
prices will have a downward pressure on cost of industrial 
production and consequently on their prices. 
After this background we would like to spell out as to 
what we intend to discuss in this chapter. First we will give 
various concepts of terms of trade and a summarised results 
of some studies on terms of trade in India. Then we will 
analyse the movement in relative prices which is followed by 
an analysis of income redistribution between agriculture and 
non-agriculture. 
2 Various Concepts of the Terms of Trade. 
There are various concepts of the terms of trade which 
2 The account following draws heavily from "Sectoral Terms 
of Trade and Economic Growth in India", by M.L.Singh, 
Sterling Publishers Pvt. Ltd. 1981. 
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may lead to different conclusions. The loss ot the gain to 
a particular sector from changes in terms of trade will 
depend in a decisive way on which concept we are using.Various 
concepts of terms of trade have been used in the context 
of the theory of international trade. These concepts may 
serve the similar purpose in a closed economy to show the 
distribution of gains from the movement of the terms of trade. 
The most widely used concept is the commodity terms of 
trade which in our two-sector economy (consisting of agri-
cultural and industrial sectors) may be defined as the ratio 
of the index of agricultural price to the index of industrial 
price, with reference to a common base year in which indices 
of both prices are equated to 100. This,concept may be 
expressed as: 
N = PA/PI 
where PA/PI are indices of agricultural and industrial prices 
respectively. An improvement of this ratio, PA/PI means the 
rise in the prices of .agricultural products in terms of 
industrial products and therefore, an increased welfare of 
the agricultural sector and loss to the industrial sector in 
the process of sectoral exchange. 
The commodity terms of trade, though a most commonly used 
concept, is not a satisfactory measure of the gain and loss 
to a particular sector resulting from the movement of terms of 
trade. A rise in the commodity terms of trade for a particular 
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sector may indicate a reduction rather than an improvement 
in the welfare of that sector. If, for example, the produc-
tivity of the agricultural sector increases by, say, 15 per 
cent, whereas commodity terms for this sector declines by, 
say,. 10 per cent, the welfare of this sector is not reduced; 
rather, it is increased. The substitution of the single 
factoral terms of trade is designed to take care of this 
situation. Here the commodity terms of trade for the sector 
has deteriorated, but its single factoral terms of trade has 
increased. 
Hence the commodity terms of trade cannot be a correct 
measure of the increased or decreased welfare of a sector. 
The welfare of a sector will also depend upon the change in 
productivity of the inputs used in that sector, i.e., on the 
technological change in the sector. This led Viner to invent 
the well-known concept of the factoral terms of trade denoted 
by S which, in case of a closed economy can be modified as 
the commodity terms of trade multiplied by the index of 
output per unit of factor, i.e,, by the index of factor 
productivity S is thus, S = N.Za, where ZA is the productivity 
index of the agricultural sector, A rise in the single factoral 
terms of trade indicates the increased welfare of the agri_ 
cultural sector, meaning thereby that the real earning of the 
factors employed in the agricultural sector has increased. 
If the productivity of factors in both the sectors is 
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taken into account* we shall have the double factoral terms 
of trade, which can be expressed as D = N.ZA/ZI, where ZA 
and ZI are indices of factor productivity both in the 
agricultural and industrial sectors respectively. Compared 
to single factoral terms of trade, the double factoral terms 
of trade is a better measure of the welfare of the sectors 
as it takes into account the productivity of factors in both 
the sectors. 
The commodity terms of trade and the double factoral 
terms of trade will amount to the same thing if the technical 
coefficients for the two products remain unchanged or there is 
a constant return in the production of both the products. 
They will diverge from each other to the extent of the 
difference in the coefficients of productivity in the two 
sectors, 
Factoral terms of trade is a more useful and scientific 
measure for the welfare of a sector from the inter-sectoral 
exchange, than the commodity terms of trade, but it is more 
difficult to define than the latter. The problems involved 
in defining factor proportion and their rewards are more 
difficult than the index of the commodity prices. 
But even if a given deterioration of the commodity terms 
of trade is fully accounted for by an increase in productivity 
of the sector, it will be better off if the elasticity of 
demand for its products is greater than unity. If the 
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elasticity of demand for the product is greater than unity, 
the price will fall less proportionately than the rise in the 
productivity. If it has elasticity less than unity, price will 
fall more proportionately than the rise in productivity and 
hence worse for the sector. As Boulding points out, "in a 
progressive society industries whose commodities suffer from 
an inelastic demand always tend to be relatively unprofitable 
and technical progress in these industries if anything accen-
tuates this unprofitability."^ The elasticity of demand for 
the agricultural product is less than unity or it is less 
elastic, so that the price will fall in a greater proportion 
than the rise in productivity in this sector as compared to 
the industrial product whose demand is more price elastic 
(elasticity greater than one), Hence the technical progress 
in the agricultural sector will benefit the industrial sector 
while it will make the former sector worse off. 
It is, therefore, suggested that a better measure of the 
gain from the intersectoral exchange will be the income terms 
of trade, which may be defined as the commodity terms of 
trade multiplied by the volume of sales. It may be expressed 
as I = N.QA, where QA is the volume of the sales of the 
agricultural sector. The income terms of trade is, however, 
not a very correct measure of the change in the welfare of a 
sector from the intersectoral exchange. The agricultural 
3 Boulding Kenneth,E.'Economic Analysis', New York, 1941, 
p.778. 
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sector can gain an improvement in its commodity terms of 
trade by restricting its marketed surplus as has been the 
practice in India. In the case of improvement in its terms 
of trade, the agricultural sector sells less to get the same 
amount of the industrial products, while the industrial 
sector has to sell more to get the same amount of the agri-
cultural product. Even if the income terms of trade for the 
two sectors remain constant, this situation indicates a 
deterioration in the welfare of the industrial sector and an 
increase in welfare for the agricultural sector. 
The upshot of the discussion is that no one concept is 
sufficient to explain the gain from the change in the terms 
of trade in intersectoral exchange. All the concepts suffer 
from their limitations and are liable to give rise to various 
results about the welfare of a sector in the intersectoral 
exchange. The choice of a particular concept of the terms 
of trade is a difficult problem. However, in the present 
study we have taken the commodity terms of trade due to the 
lack of relevant data for analysing the behaviour of other 
types of the terms of trade in the context of the Indian 
economy. For example, we have at present no time series data 
on the marketed surplus of the two sectors entering into trade 
for the analysis of the income terms of trade. Similarly, no 
time series data are available on the productivity of the 
factors employed in two sectors for the analysis of the 
factoral terms of trade. However, the commodity terms of 
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trade, in spite of its limitations, can serve as a rough 
measure of the change of welfare or income of a particular 
sector in the intersectoral exchange. 
The commodity terms of trade as we have earlier defined 
is the ratio between the price index of agricultural products 
and the price index of industrial products with a common base 
year. However, the economic welfare or the income of a sector 
in the sectoral exchange is not affected by the prices of all 
the Commodities produced in the two sectors, but only the 
prices of those commodities which actually enter into exchange. 
For example, the pirosperity of the agriculture sector is 
determined not by the prices of all commodities produced in 
the two sectors, but by the prices of only those products 
which they sell and the prices of those commodities which they 
buy. Hence a better measure of whether the welfare of the 
agricultural sector has increased or decreased in the process 
of economic growth and inflation, will be the farmers terms of 
trade rather than the commodity terms of trade. The farmer's 
terras of trade may be defined as the ratio of the index of 
prices received and the prices paid by the farmers (both the 
indices of prices computed from the common base year). Thus the 
commodity terms of trade and the farmer^ s terras of trade are 
conceptually two different things and the latter is precise 
measure of the relative change in the position of the farmers 
as the sellers and buyers. 
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However, at present no all India figures of farmers 
terms of trade are available. Data regarding the ratio of 
prices received and paid by the farmers are available only 
for some states and those also of limited period which does 
not serve the puirpose. 
Summarised Results of the Studies on Inter-sectoral 
Terms of Trade in India. 
The behaviour of the terms of trade has been the subject 
of an intense debate over the last two and half decades. Some 
scholars hold the view that farm prices in India have been 
systematically and perhaps deliberately kept down and that 
the resulting unfavourable terms of trade have contributed 
to the depressed growth of the agricultural sector. Other 
assert equally vehemently that incentives emanating from 
higher product prices, subsidised input prices and other 
non-price incentives have been available .in ample measure 
to the agricultural sector and that farm prices have been 
pushed upwards disproportionatly as a result of these 
incentive policies, 
A survey of the studies on inter-sectoral terms of 
trade in India reveal that, by and large, the terms of trade 
have remained favourable to agriculture since the mid-1960s 
when the minimum support price policy was adopted on a 
regular continuous basis but they have become unfavourable 
since 1974-75 mainly because the rise in foodgrain prices 
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ana other farm product prices could not keep pace with the 
prices of products of interroediate and final use purchased 
by agriculture from the non-agricultural sector. This is 
an unfortunate development because adverse terms of trade 
for agriculture, if allowed to continue any longer, would 
stall the adoption of new farm technology and make it 
exceedingly difficult to sustain the ongoing tempo of agri-
cultural breakthrough. The resulting sluggishness on 
agricultural front may decelerate non-agricultural develop-
ment also by shrinking the market for non-agricultural 
goods. 
So we find that while the inflation during sixties turned 
terms of trade in favour of agriculture, the inflation during 
seventies did it other way round. An important factor 
responsible for the movement of terms of trade against 
agriculture since 1974-75, is the agricultural price policy 
of the government. India's agricultural price policy has 
remained a highly vexed issue over the last two decades. 
In the foodgrain sector where the government has intervened 
most significantly and heavily in an attempt to provide 
remunerative prices to the producer and reasonable prices 
to the consumer, this intervention has not only involved 
particular price policies for foodgrains but also direct 
participation of the government in the marketing system 
through the operation of a mammoth public distribution system, 
restrictions on inter-state movement of foodgrains on private. 
168 
account, and massive public procurement operations sometimes 
through methods as drastic as compulsory levy on producers 
or monopoly purchase. 
In fixing procurement prices the Agricultural Price 
Commission, as enjoined by its terms of reference, takes 
into consideration several factors, such as cost of 
production, input prices, market prices, inter-crop price 
parities, effect on cost of living, effect on industrial 
cost structure, inteimational prices, and changes in inter-
sectoral terms of trade. In the absence of an integrated 
formula incorporating_all these elements, different criteria 
have been used and emphasised in different situations involv-
ing a considerable amount of subjective and arbitrary 
judgement. As no weights are assigned to different factors 
and no specific method or formula developed for integrating 
these in an objective model, factors designed to take care 
of consumer interests seems to have received more attention 
than producer oriented considerations such as input prices, 
cost of production and purchasing power of prices received 
by farmer?. This is borne out by the declining rate of 
return over cost in the case of both wheat and paddy and 
also by the movement of the terms trade against agriculture 
during the last decade.^ 
4 Rajbans Kaur, "Agricultural Pricing Policies in Developing 
Countries", Kalyani Publishers, New Delhi, 1984, p.187. 
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Movement of Relative Prices In India 
Index of relative prices are given in Table 6,1. It 
may be observed from the table that the relative price 
index of manufactured products to agricultural products 
has consistently been favourable to manufactured products 
since the year 1975-76. Between 1970-71 and 1975-76 its 
behaviour has been erratic. Relative price index of 
manufactured products to foodgrains has also been favourable 
to manufactured products since the year 1976-77, Before the 
year 1976-77 foodgrains prices rose quite sharply as a 
result the relative price index of manufactured products 
to foodgrains was in general favourable to foodgrains from 
1970-71 to 1975-76. But after the year 1975-76 the pace of 
increase in the foodgrains prices came down considerably 
as a result the relative price index of manufactured 
products to foodgrains as well as the relative price index 
of manufactured products to agricultural products, became 
favourable to manufactured products. The rapid increase in 
the prices of fuel, power, light and Ixibricants made, the 
relative price indest of manufactured products to fuel, 
power, light and lubricants unfavourable to manufactured 
products from the year 1974-75, and also the relative 
price index of agricultural products to fuel, power, light 
and lubricants, unfavourable to agricultural products from 
the year 1973-74, 
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So we can conclude that on the one hand the sharp 
increase in the prices of fuel, power, light and lubri-
cants increased the cost of production of manufactured 
products and thus their prices, and on the other hand the 
pace of increase in the prices of foodgrains slowed down 
considerably from the year 1974-75 which did not allowed 
the prices of agricultural products to increase rapidly. 
AS a result the index of relative prices of manufactured 
products to agricultural products moved in favour of 
manufactured products from the year 1975-76. 
Table 6.1 also gives the coefficient of variation of 
the relative price indices. The coefficient of variation 
of the relative price index of agriculture to fuel, power, 
light and lubricants is 24.44, which is quite high compared 
to than that of other relative price indices. It is in fact 
an expected result, as the prices of both agricultural 
products as well as fuel, power, light and lubricants have 
fluctuated considerably during the period under, study. The 
impact of the fluctuation of agricultural prices on the 
relative price index of agricultural products to fuel, 
power, light and lubricants can be seen by comparing it 
with that of the relative price index of manufactured 
products to fuel, power, light and lubricants. The coeffi-
cient of variation is high in the former simply because of 
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products. A comparison of the relative price index of 
manufactured products to agricult\aral products and manu-
factured products to foodgrains, reveal that the coefficient 
of variation is more of the latter which mean that the prices 
of foodgrains have fluctuated more, than that of agricul-
tural products. 
So we can say that while the relative price index of 
manufactured products to agricultural products has been 
favourable to manufactured products because of the relatively 
sharp increase in the prices of manufactured products, the 
fluctuations in the relative price index has mainly been 
because of the fluctuations in the prices of agricultural 
products. 
Table 6.2 gives the coefficient of variation of the 
percentage change in the wholesale price index of different 
commodity groups. It may be seen-from the table that the 
coefficient of variation of the percentage change in the 
price index of agricultural products is 97.00 which is 
higher than that of the price index of manufactured products 
(78.38), So we can say that the prices of agricultural 
products has fluctuated more compared to that of manufactured 
products. But the fluctuations in the prices of agricul-
tural products was mainly because the fluctuations in the 
prices of foodgrains which is quite evident from the high 
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coefficient of variation of the percentage change in the 
price index of foodgrains. 
The fluctuations of the prices can also be measured 
by calculating the upward and downward flexibility of a 
price index. The upward and downward flexibility of a 
price index are obtained by taking the avarage value of a 
price index in a given period and using the difference 
between this average value and the highest and lowest 
values corresponding to the rise and fall of a price index. 
To be sure, this procedure has the defect of understimating 
the downward flexibility, especially if the prices rise in 
most years during the period. The two broad patterns 
emerging from this prodedxire are one-way flexibility and 
two-way flexibility,If the downward flexibility is greater 
than or equal (approximately) to the upward flexibility 
such a price is treated as two-way flexible. If on the 
other hand, the upward flexibility of a price index is 
greater than;its downward flexibility or if a price index is 
absolutely unflexible downwards, such a price index is 
regarded as one way flexible. In view of the crude procedure 
used to derive flexibility, it is unwise to put too much 
faith in quantitative values. But we can always have an 
idea regarding the fluctuation of prices by xising this 
method. Anyhow, by using this nvethod to calculate the 
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upward and downward flexibility, we find that while 
agricultural prices are flexible in both directions,upward 
as well as downward, the prices of manufactured products 
\ 
show no downward flexibility at all during the period under 
study. 
In a situation when the general price index has con-
sistently moved upward, it will be useful to find out the 
relative consistency of the movement of the price index 
of agricultural and manufactured products as it play an 
important role in determining the terms of trade between 
agriculture and industry. We can have an idea of the 
relative consistency of the irovement of prices of agri-
cultural and: manufactured products from the coefficient of 
variation of the price indices. The coefficient of 
variation of the price index of a commodity over a period 
gives an idea of the deviation of actual observations of the 
price index from the average value of the price index for 
the period. But for knowing the stability of the price 
indices, it will be more useful to calculate the variation 
of the price index around trend values. For such an 
analysis, exponential trend equations were fitted to the 
price indices. Then the series were adjusted for trend. 
For adjusted series, thus obtained, coefficient of 
variation were worked out, which can be taken to be fair 
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It may be observed from the Table 6.3 that there is 
no regularity in the adjusted index number of wholesale 
prices of agricultural products, manufactured products, 
foodgrains and fuel, power, light and lubricants. Broadly 
the adjusted index numbers of the prices of manufactured 
products, foodgrains and fuel, power, light and lubri-
cants are below hundred in the recent years. But the 
adjusted index nvimber of the prices of agricultural products 
does not show this trend, 
A precise idea of the degree of fluctuation around 
trend can be obtained from the coefficient of variation of 
the adjusted indices. Table 6.3 shows that the coefficient 
of variation of the adjusted index nvimber of the prices of 
agricultural products is higher than that of the manu-
factured products and the coefficient of variation of the 
adjusted index number of the prices of foodgrains is higher 
than that of the both manufactured products as well as 
agricultural products. We can draw two inferences from the 
coefficient of variation of the adjusted index numbers. 
Firstly, the prices of agricultural products have fluctuated 
more compared to that of the manufactured products. Secondly, 
the fluctuations in the prices of agricultural products 
have mainly been because of the fluctuations in the prices 
of foodgrains. 
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The upshot of the discussion is that the movement of 
the terms of trade in favour of manufactured products from 
the year 1974-75 has largely been becaxise of the relatively 
sharp increase in the prices of manufactured products. But 
fluctuations in the terms of trade are largely because of 
the fluctuations in the prices of agricultural products. 
While the agricultural prices are flexible in both directions, 
upward as well as downward, the prices of manufactured 
products are flexible in only upward direction. Compared to 
manufactured product, the prices of agricultural products 
have fluctuated more and the foodgrains prices are mainly 
iresponsible for the large fluctuations in agricultural prices. 
Greater variability of agricultural prices is indicative 
of the low price elasticity of demand and supply of agri-
cultural commodities. Demand for agricultural products 
being less price elastic, prices rise or fall more dispro-
portionately with a given fall or rise in agricultural 
production. Similarly, supply being less price elastic, it 
does not rise or fall sufficiently incthe face of increase 
or decrease of the prices, so that price variation is more 
accentuated^on the other hand, relatively low variation of 
industrial prices gives the impression that price elasticity 
of demand for and supply of industrial products is com-
paratively higher, AS production is more price elastic, 
in the face of falling prices producers curtail output 
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rather than allow prices to fall. Moreover, as the demand 
for industrial products is also more price elastic* consxamers 
will increase demand more proportionately with a given fall 
in prices, AS a result of this the prices of manufactured 
products have very low downward flexibility. 
Income Redistribution Between Agriculture 
and Non~Agriculture 
The sectoral income data are available for sectors like 
agriculture (including fishing, forestry and logging) and 
other sectors referred to as a non-agricultural sector. The 
data on net domestic product by sectors both at current and 
constant prices have been taken from the estimates brought 
out by the Central Statistical Organisation. Central Statis-
tical Organisation brought a new series on National Accounts 
Statistics in 1988 with the year 1980-81 as the price base 
for the constant price series and covers the period of six 
years ending 1985-86. The new series of National Accounts 
Statistics is not only new with reference to the revision 
of the base year for constant price estimates but also new 
with reference to current price estimates. Thus the current 
price estimates incorporated major revisions resulting 
from the use of new data as well as changes in methodology. 
So, the figuires of National income at 1970-71 prices have 
been discontinued ftom the year 1985-86. As a result our 
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study is confined for the period 1970-71 to 1984-85. 
Table 6,4 gives the incomes of the agricultural and 
non-agricultural sectors both at current and constant prices 
and the shares of these two sectors in national income at 
two prices. The constant price share of a sector should be 
interpreted as what the share should have been if the 
terms of trade had not changed, while the share of a sector 
at current prices may be interpreted as what the actual 
share of a particular sector was in the national income. The 
difference between the current and constant price shares of a 
sector may-be considered as the shift of output gain via the 
movement of the relative prices. 
It may be seen from the Table 6.5 that the constant 
price share of agriculture has been higher than its current 
price share for the whole period except in three years, viz., 
1972-73, 1973-74 and 1974-75, The share of agriculture in 
the Net Domestic Product which stood at 49.19 per cent in 
1970-71 fell to 37.92 per cent in 1984-85, whereas the 
share of this sector at current prices declined from 49.19 
per cent in 1970-71 to 34.37 per cent in 1984-85. Thus, 
while the constant price share of agriculture in Net 
Domestic Product declined by 22.91 per cent, its current 
price share declined by 30.13 per cent. On the other hand, 
the constant price share of non-agricultural sector in 
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the net domestic product which was 50.81 per cent in 1970-71 
rose to 62,08 per cent in 1984-85. The current price share 
of the non-agricultural sector in net domestic product, 
however, increased from 50.81 per cent in 1970-71 to 65,63 
per cent in 1984-85. So the current price share of non-
agricultural sector in net domestic product increased by 
22,18 per cent against 29,17 per cent increase of the 
constant price share of non-agricultural sector in net 
domestic product from 1970-71 to 1984-85, Thus we find that 
the current price share of agriculture has been lower than 
its constant price share, while the share of the non-
agricultural sector at current prices has been highet than 
its share at constant prices. From this we may infer that a 
large part of the increase in income of the agriculture sector 
during the period under study was shifted to the non-
agricultural sector via the movement of the relative prices 
in favour of non-agricultural sector. 
The difference between the current price and constant 
price shares of a sector in net domestic product has set a 
new trend and has been more accentuating since 1975-76. 
The share of agriculture in net domestic product at current 
prices was 0.99 times larger than its share in net domestic 
product at constant prices in 1971-72. In the years 1972-73, 
1973-74 and 1974-75 as the current price share of agriculture 
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price and constant price shares of income of agriculture 
in net domestic product were more than one. But since 
then the ratios of current and constant price shares of 
income of agriculture in net domestic product have been 
less than one, though they show a fluctuating trend. 
On the other hand, the ratio of the current price share 
of the non-agricultural sector in net domestic product to 
its constant price share was 1.01 in 1971-72, This ratio 
remained less than one for the next three years. But since 
then it have been more than one and was 1,06 in 1984-85. 
Had the relative prices remained stable^ the ratio of 
agricultural and non-agricultural income at current prices 
would have been the same as the ratio of the two sectors' 
incomes at constant prices as shown in Table 6,6, But while 
the ratio of agricultural income to non-agricultural income 
at current prices has substantially declined from 0,97 in 
1970-71 to 0,52 in 1984-85, this ratio at constant prices 
did not fall as much as it was in the case of current prices. 
If the change in >percentage in the incomes of the 
agricultural and non-agricultural sectors both at current 
and constant prices is computed, it will be clear that a 
large part of the output gain has shifted to non-agricul-
tural sector from agriculture through the movement of the 
relative prices. Table 6.7 gives the percentage variation 
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in the two sectors' incomes both at current and constant 
prices. 
During the period 1970-71 to 1975-76 agriculture income 
at current price increased by 59,71 per cent and at constant 
prices increased by 10.48 per cent, while non-agricultural 
income at current prices increased by 98,23 per cent and at 
constant prices increased by 21,66 per cent. Thus, during 
the period 1970-71 to 1975-76 there was a redistribution 
of income from the agricultural to non-agricultural sector 
primarily due to the movement of relative prices against 
agriculture. During the period 1975-76 to 1980-81 both 
agriculture as well as non-agriculture at current prices 
did not increase as much as it did during the period 
1970-71 to 1975-76, But while the agricultural income at 
constant prices increased by only 4,96 per cent during 
the period 1975-76 to 1980-81 compared to the 10,48 per cent 
increase registered during the period 1970-71 to 1975-76, 
the non-agricultural income at current prices increased 
by 29,52 per cent during the period 1975-76 to 1980-81 
compared to the 21,66 per cent increase for the period 
1970-71 to 1975-76, However, during the period 1980-81 
to 1984-85, agricultural ipcome at constant prices increased 
substantially and non-agricultural income did not show any 
improvement, compared to the period 1975-76 to 1980-81, 
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amount of agricultural income was transferred to the non-
agricultural sector via the movement of relative prices. 
For finding out the magnitude of transfer of income 
from one sector to another during the period 1970-71 to 
1984-85, we may obtain the difference between the current 
price income and constant price income of both the sectors, 
agricultural and non-agricultural,in different years. Such 
difference of current and constant price income of both the 
sectors from year to year has been given in Table 6,8. It 
may be seen that excess of agricultural income at current 
prices over the constant price increase was Rs. 2,348.1 
crores whereas the excess of income of the non-agricultural 
sector at current prices over that of constant prices was 
Rs.4,058.4 crore. This differential earning of a sector may 
be treated as the transfer of income from one sector to 
another. Thus, in the whole period 1970-71 to 1984-85, 
there has been a transfer of Rs. 1,710,3 crore (Rs. 4058.4 
cr - Rs. 2348,1 cr) from agricultural to non-agricultural 
sector primarily due to movement of relative prices against 
agriculture. 
The relative prices in India have tend to become 
more favourable to manufacturing sector from the year 1975-76 
and shift of income from agricultural sector to non-agri-
cultural sector has also started from the same year. Between 
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the year 1970-71 and 1975-76 income was transferred from 
non-agricultural sector to agricultural sector. However, 
it may be observed from the table that percentage shift 
of income from agricultural to non-agricultural sector was 
more during the period 1975-76 to 1980-81 compared to the 
period from 1980-81 to 1984-85 which means that intensity 
of the transfer of income from agricultural sector to non-
agricultural sector has slowed down in the recent years. 
Chapter VII 
SXJMMARY AND CONCLUSIONS 
The review of the theories of inflation and the enpiri-
cal studies on Indian inflation made in the first chapter has 
clearly brought out the fact that the existing studies seek-
ing to explain price behaviour are inadequate and suffer from 
many limitations. There is very little .agreement among econo-
mists and policy makers on the relative inportance of differ-
ent economic forces in shaping the course of prices in India. 
In India price behaviour has generally been analysed in a 
siirple quantity theory framework. However, there are studies 
devoting some attention to structur^ist factors. But the 
overwhelming evidence seems to be in favour of the moneta-
rist variables. The poor performance of monetarist model 
cpplied to annual data, inadequate attention paid to time 
lags with which explanatory variables influence the price 
level, total neglect of institutional and crucial structural 
factors, enphasize the need for trying alternative formulat-
ions to make-up the difficiencies in the model, instead of 
stopping with surface level analysis focussing on monetary 
and fiscal factors, it is argued that we should identify 
institutional factors and structural changes that have an 
impact on price behaviour in such economies. 
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Nature of inflation during seventies has been quite 
different ccsnpared to the earlier period, prices of many 
commodities responsible for inflation during sixties did 
not register substantial increase during seventies and 
their place has been taXen by other cootmodities, prices 
of fuel, power, light and lubricants rose at a rapid rate 
before 1970-71 and after that their place has been taken 
by minerals. Before the year 1970-71 there had been higher 
increase in the prices of agricultural commodities compared 
to that of manufactured goods but after the year 1970-71 and 
especially frcM the year 1975-76 it has been other way 
round. 
The rate of inflation has also been higher during 
seventies coirpared to the earlier period. In this regard 
it will be useful to mention that the ye<ar 1974-75 is the 
year in which the rate of inflation has been the maximum 
i.e. 25.2 per cent, since the starting of planning. 
During the period 1970-71 to 1987-88 the wholesale 
price index, consumer price index and index of national 
income deflator increased by 405.1, 409.24 and 394,54 per-
cent respectively. So the increase in the consumer price 
index is highest among the three price indices but the 
difference had not been much. The average annual increase 
in the wholesale price index during the period 1970-71 to 
1980-81 was 10.2 per cent and that of in the consumer price 
index as well as in the index of national income deflator 
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was 9^2 and 8,5 per cent respectively. However^the situa-
tion changed during the period 1980-81 to 1987-88, when both 
the consumer price index as well as national income deflator 
registered higher average annual increase conpared to that 
of wholesale price index. But for the period 1970-71 to 
1987-88 as a whole there has not been much difference in 
the rate of inflation measured by either of the three price 
indices. However, it does not mean that the three series 
are very much same, in fact if one go by the annual per-
centage change, there are a lot of differences in the 
three series. 
Regression results reveal that the consumer price 
index registered highest annual compound growth rate (8.9 
per cent) among the three price indices used for measuring 
the rate of inflation. But the other two price indices 
namely the wholesale price index and the index of national 
income deflator did not lag behind as they have registered 
an annual coitpound growth rate of 8.6 and 8.8 per cent res-
pectively. So the difference in the rate of inflation mea-
sured from these three price indices is not very significant. 
One inportant feature of inflation during seventies has 
been, a rapid increase in the prices of manufactured products, 
minerals and fuel, power, light and lubricants. Though the 
price index of primary articles registered an annual com-
pound growth rate of 8.3 per cent which is higher than 
the 8.1 per cent annual conpound growth rate of the price 
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index of manufactured products, the increase has mainly been 
because of minerals, price index of which grew at an annual 
compound growth rate of 14,6 per cent. Price index of food-
grains increased at an annual compound growth rate of 6.9 
per cent, which is lower than the annual compound growth 
rate of food articles and non-food articles price indices. 
Average contribution of the prices of manufactured 
products to the changes in the general price index is more 
conparedto that of the prices of primary articles and 
fuel, power, light and lubricants over the period 1970-71 
to 1987-88. But it does not mean that the average contri-
bution of the prices of primary articles is insignificant. 
In fact prices of primary articles have substantial contri-
bution, though it is lower than that of manufactured products. 
The prices of fuel, power, light and lubricants has increased 
quite sharply over the period under study. But because of 
the lower weight, its average contribution to the changes 
in the general price index is very sijnall. However, the 
contribution of the prices of the fuel, power, light and 
lubricants has fluctuated more cortpared to that of the manu-
factured products and primary articles. 
Rise in the prices of primary articles is mainly because 
of the agricultural commodities but the fluctuations in the 
primary articles seem to be largely because of the prices of 
minerals. 
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Though the average contribution of the non-food ar-
ticles to the changes in the prices of agricultural com-
modities is lower than that of food-articles, its contri-
bution is more stable, in the food articles price changes 
the average contribution of foodgrains prices is higher 
than that of non food grains prices for the period 1970-71 
to 1977-78; But for the period 1977-78 to 1987-88 it is 
other way round. However, for the period 1970-71 to 
1987-88 as whole the contribution of the prices of food-
grains to the changes in the prices of food articles is 
larger as well as more stable ccxipare to than that of the 
non-foodgrains. Inspite of the fact that weight of pulses 
is so small as 2,18 per cent conpared to 19,74 per cent 
that of cereals, the average contribution of the prices 
of pulses to the changes in the foodgrains prices is 30.56 
per cent. 
The prevailing institutional factors and structural 
changes in Indian economy have been analysed under two heads 
domestic and international. Among the domestic factors that 
have contributed to the price rise in India are the basic 
plan strategy, ineffective controls and institutional 
reforms etc. have been mentioned. The changes in the 
structure of domestic production both in the agricultural 
and manufacturing sectors clearly indicate the built^Jn 
nature of inflationary pressures. As for as international 
factors are concerned, the inelasticity "of India's exports 
coupled with the fluctuating terms of trade (with long-tesm 
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deterioration) made its exports earnings inadequate and 
undependable. The uncertainty as to the magnitude and tim-
ing of capital inflows has further added to our difficulties 
in financing imports. Consequently, we have been conpelled 
to resort to costly and in certain cases irrational inport 
substitution which is one of the major factors to reckon 
with in explaining price trends. 
The structuralist variables have been identified and 
some of them relating to fiscal development and foreign trade 
are included in the regression analysis attenpted in chapter 
4, The major conclusions emerging out of the regression 
analysis can be stated as follows: 
i) A modified Harberger's model, including Govern-
ment expenditure, real income and acceleration 
coefficient as explanatory variable, seems to 
fit the Indian data well. 
ii) The money svtpply with one year lag has larger 
explanatory power than that of without lag.-
iii) The introduction of the income with one year 
lag in the Harbergtr's model does not improve 
the explanator power of the equation. 
iv) The acceleration factor did not turn out to be 
a significant factor in explaining inflation. 
v) Government expenditure measured in current 
pjrices has been found better in explaining move-
ment in general price level than expenditure at 
constant prices. Further, expenditure with one 
year lag performed better than without lag. 
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vi) The regression equation which include money 
supply with one yeax lag and the ratio of 
income originated in agriculture to that in —2 
manufacturing sector shows very high R and 
both the regression coefficients are statis-
tically significant. They also have the 
expected sign, 
vii) The regression equation which include export 
and import unit value index as well as money 
supply as explanatory variable, has very high 
—2 
R . Regression coefficients of all the variables 
are significant except the regression coefficient 
of import unit value index which appear to be 
because of the high correlation between export 
and import unit value indices export prices 
conpared to inport prices have exerted-greater 
influence on domestic price level. 
viii) Deficit financing as an explanatory variable 
explain 37 per cent variation in domestic price 
level. Its coefficient has the expected sign 
and is also statistically significant. 
ix) The equation which include incotne, money svqpply 
and deficit in current account of the balance of 
—2 
payment has very high R , The regression coeffi-
cients of money supply and income have the ^pro-
priate sign but the regression coefficient of the 
deficit in current account of the balance of pay-
ment has unexpected sign. Perhaps the two domi-
nant variables have swamped the effect of the 
foreign trade variable, 
x) The ratio of the inport and NNP at current prices 
as an explanatory variable did not performed well. 
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In developing economies, the behaviour of factor 
shares depends more on the institutional, socicil and poli-
tical factors than on the econcxnic factors like those obser-
ved in case of advanced economies. In such economies, deve-
lopment in all the economic social and political fields took 
place inter-dependently and kept pace with one another. Con-
sequently, considerable harmony and stability in various 
fields of activities could be achieved. The present-day 
developing economies face the problem of duality with 
advanced political and labour organisations generally 
imported from or affiliated to the advanced 'ideological 
blocks' asked to co-exist with mass poverty and stagnant 
growth. The pattern of ownership of landholdings, educa-
tional opportunities, social set-up and contact with out-
side world are the factors of fundamental inportance in-
determining distribution of relative factor shares in deve-
loping economies. The greater the influence they can exert 
the lower the role of economic factors like rise or fall in 
the level of prices will be. 
So we find that changes in the distribution of nat-
ional income arises because of a number of factors. But 
the two important factors responsible for the changes in 
the distribution of national income are: 
(i) changes in the prices level 
(ii) changes in the level of productivity accoitpanied 
by changes in the level of employment of factors. 
Therefore even if we assume that other factors are not 
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significant, we can not attribute the changes in the dis-
tribution of income Entirely to the inflationary process. 
However, since the annual rate of growth of prices has far 
exceeded the annual rate of growth of output during the 
entire period of study, we could ascribe the determining 
role in the redistribution of income to inflationary process, 
Shares of condensation of employees, rent and mixed 
income of self-en^loyed in the net domestic product have 
declined from the year 1970-71 to 1984-85, while that of 
interest and profit and dividends have increased over the 
given period. Unlike this behaviour of factors income 
shares in net domestic product, the shares of compensation 
of employees, profit and dividends as well as mixed income 
of self employed in agriculture are almost constant from 
1970-71 to 1984-85 and the degree of constancy is greater 
than any other sector of the econany. The behaviour of 
the shares of factors income in the secondary sector is 
quite similar to their behaviour in the net domestic pro-
duct except that, in the secondary sector the share of 
profits and dividends is constant and the share of rent 
has marginally increased over the period under study. In 
the services sector like transport, communication and trade 
the shares of rent, profit and conpensation of enployees 
have declined and the share of the mixed income of self-
employed has considerably increased, while that of interest 
has remained almost constant over the period 1970-71 to 
1984-85. 
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Our analysis of the average annual real earnings of 
workers reveal that workers in the unorganised sector-par-
ticularly agricultural workers were the worst affected by 
inflation in India. The very nature of employment of wor-
kers in the unorganised sector, both in agriculture and 
industry, prevents them from organising themselves to secure 
protection against inflation. 
Though the real wages of workers in Indian industry 
have increased during the period under study, the increase 
has not been smooth. Further, the share of workers wages 
in the value of production and value added by manufacture 
has steadily fallen 
The most inportant source of enployment and income 
in India is not watjes but self-enployment mainly in agri-
culture, Though the income of the self-eirployed in agri-
culture is stable, this does not mean that they have not 
gained from inflation. But it is also a fact that all of 
them have not gained from inflation* 
Our survey of the studies on inter-sectoral terms of 
trade reveal that, by and large, the terms of trade have 
remained favourable to agriculture since the raid 1960s when 
the minimum support price policy was adopted on a regular 
continuous basis but they have become unfavourable since 
1974-75 mainly because the rise in foodgrains prices and 
other farm product prices could not keep pace with prices 
of products of intermediate and final use purchased by 
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agriculture from the non-agricultural sector. So while 
the inflation during sixties turned terms of trade in favour 
of agriculture, the inflation during seventies did it other 
way round. An important factor responsible for the move-
ment of terms of trade against agriculture since 1974-75, 
is the agriculture price policy pf the government. 
While the movement of terms of trade in favour of 
manufactured products from the year 1974-75 has largely 
been because of the sharp increase in the prices of manu-
factured products, the fluctuations in the terms of trade 
has largely been because of the fluctuations in the prices 
of agricultural products. The sharp increase in the prices 
of fuel, power, light and lubricants from the year 1973-74 
seems to have increased the cost of production of the manu-
factured products and thus their prices. The pace of the 
increase in the prices of foodgrains slowed down consider-
ably after the year 1975-76 and it has been instrumental 
in bringing down the rate of increase in the prices of 
agricultural products. 
Fluctuations in the prices of agricultural products 
is more than that of manufactured products and the large 
fluctuations in the prices of foodgrains are mainly res-
ponsible for the fluctuations in the prices of agricult-
ral products. 
Our analysis of income redistribution between agri-
cultural and non-agricultural sectors reveal that large 
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amount of income has been transfered from agricultural to 
non-agricultural sector via the movement of the relative 
prices. 
To sum up we can say ^ y that besides monetary and 
fiscal factors, the existing institutions and structural 
changes influence the behaviour of prices in a developing 
economy like India, Hence the anti-inflation war must be 
fought over a wider area of the economy and not merely at 
the spending point. Apart from demand management through 
monetary and fiscal measures, an effort should be made to 
manipulate institutional and structural factors to tackle 
the problem of inflation in a long-run perspective. 
Our analysis of the effects of inflation on factorial 
distribution of income brings out that, inflation has redis-
tributed income in favour of interest and profits. Share of 
the compensation of enployees, in the net domestic product 
as well as in the income of different sectors of the eco-
nomy (with the exception of few) has declined during the 
period under study. Our analysis of the average annual 
real earnings of workers reveal that workers in the unorga-
nised sector particularly agricultural workers were the 
worst affected by inflation in India. Though the real 
wages of workers in Indian industry have increased during 
the period under study, the increase has not been smooth, 
Further, the share of workers wages in the value of product-
ion and value added by manufacture has steadily registered 
04 
downward tenden^-y. 
Terms of trade had been unfavourable to agriculture 
since 1974-75, mainly because the rise in foodgrains prices 
and other farm product prices could not keep pace with the 
prices of products of intermediate and final use purchased 
by agriculture from the non-agricultural sector, Con^jared 
to the prices of manufactured products the agricultural 
prices have tended to show greater flexibility both in 
the upswing and downswing of the business cycle. Thus 
it seems that the sharp fluctuations of the terms of trade 
between agricultural and industrial sectors have been lar-
gely contributed by a relatively greater variability of 
agricultural prices. 
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